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“No teckee. 


no washee” 


One torn half of the small slip 


identifies the customer, the other 
identifies his laundry ... Superbly 
simple. Sufficient system for a small 
business. Satisfies customers and 
management. We wouldn’t suggest a 
change, even if we could... 

Other businesses not so simple 
plod along with office procedures, 
neither sufficient for operation, nor 
satisfactory to the customers or the 
management. ..Your business is your 
business, and we assume you know how 
to run it... Our business is making 
business facts available faster for 
better understanding and operation. 
Our know-how comes from serving 


thousands of businesses .. . 


Mcbrr methods and products, 
custom - devised to your particular 
needs, speed the flow of essential facts 
to management, affords as much or 
little detail as desired . . . requires no 





expensive installation nor any expert 
personnel, are usable by ordinary 
office workers . . . invariably save time, 
worry and expense. .. . Now is a good 
time for new brooms. Maybe you might 
find it worth while to talk toa McBee 
man?... Call any office. 


THE McBEE COMPANY 


SOLE MANUFACTURERS OF KEYSORT 
295 Madison Ave., New York 17, N.Y... Offices in principal cities 
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How many of these do you own? 


If you look under your car, you'll prob- 
ably find a couple of gadgets something 
like this one. 

They’re shock absorbers. 

They take the sting out of sudden 

bumps and jolts. They make a rough road 
smoother. 
And if you’re wise, somewhere in your 
desk, or bureau drawer, or safe deposit 
box, you have a lot more shock absorb- 
ers. Paper ones. War Bonds. 


If, in the days to come, bad luck strikes 
at you through illness, accident, or loss of 
job, your War Bonds can soften the blow. 


If there are some financial rough spots 
in the road ahead, your War Bonds can 
help smooth them out for you. 


Buy all the War Bonds you can. Hang on 
to them. Because it’s such good sense, and 
because there’s a bitter, bloody, deadly 
war still on. 


BUY ALL THE BONDS YOU CAN... 
KEEP ALL THE BONDS You BUY 


THE NEW YORK STATE SOCIETY OF 
CERTIFIED PUBLIC ACCOUNTANTS 
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POINTED RHYMES 
FOR TRYING TIMES 


By Berton Braley 


Here is wisdom by the peck 
Versified to save your neck! 





DON’T BLOW IT 


Oh, workman or scholar, 
Hang on to your dollar 
And do not spend it soon, 
For every cent 

Unwisely spent 

Inflates the price balloon. 








Bonds you buy with payroll earnings, 


Help fulfill your future yearnings. 








Money in your pocket, 
Take it out and sock it 
Into War Bonds, which 
Help to make you rich. 





WHO? ME? 
There was a little dope with a fat 
pay envelope 
SyZ And she spent every cent that 


“9 was in it. 

And she wondered, by-and-by, 
why the prices rose so high, 

But she didn’t blame herself for 
a minute. 


INFLATIONARY MARY 


Inflationary Mary spills 
This silly kind of chatter: 
“My little teeny-wee bills 
And spendings do not matter. 


*‘And if I cheat a little bit 
On rationing and ceilings 
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The Nation’s welfare isn’t hit 
By my small lawless dealings!’? 


Inflationary Mary’s wrong, 
For she’d be much to blame 
If people in a mighty throng 
Should say and do the same. 


Small spendings, in the aggregate, ) 
Reach sums extraordinary, 

So let’s not try to imitate 
Inflationary Mary. 


ADVERTISERS, PUBLISHERS—NOTE; 
You are welcome to use all or 
any part of the material on this page to aid 
the fight against inflation. 





SNAKE IN THE GAS 


There was a crooked man and he 
lived in crooked style, 

He dealt at crooked markets with a 
smugly crooked smile. 

He viewed himself as clever with 
his crooked ration book, 

But everybody knew him for a 
crooked little crook. 


THE GANG'S ALL HERE 


You may ask, “Why should my spending 
Cause inflationary trending 

Though I squander every penny I have got?” 
—If you’re joined by sixty millions 
Of civilians blowing billions, 

You’ll discover that it matters quite a lot! 


ONE PERSON CAN START IT! 
You give inflation a boost 
—when you buy anything you can do without ' 
—when you buy above ceiling or without giving 
up stamps (Black Market!) 
—when you ask more money for your services 
or the goods you sell, 


SAVE YOUR MONEY. Buy ard ane 


hold all the War bonds you US 
Keep 

— 

PRICES DOWN 


can afford—to pay for the 
war and protect your own fu- 
A United States War message prepared by the Var Advertising Council: 
approved by the Office of War Information: tnd contributed by this 


ture. Keep up your insurance. 
magazine in cooperation with the Magazine Piblishers of America. 
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The Internal Revenue Agents’ Offices 


By Cirnton Cottiins, C.P.A. 


HE Offices of the Internal Rev- 
enue Agents in Charge are con- 
stituted primarily for the audit of 
the larger Federal income tax re- 
turns. It is probably common knowl- 
edge among accountants, in this day 
and age, that these offices are not 
the same as, and have no connection 
with, the offices of the Collectors of 
Internal Revenue. The Collectors 
are charged primarily with the col- 
lection of taxes—not alone income 
taxes but all Federal taxes. Each 
Collector’s office, it is true, has an 
audit section where individual in- 
come tax returns are processed. But 
only individual returns are assigned to 
these offices for audit, principally 
returns showing net taxable income 
of less than $5,000.00. All larger 
individual returns, all fiduciary, and 
all corporation returns to be audited 
are handled in the agents’ offices. 
There are four agent’s offices in 
New York State. These are the 
Brooklyn Division (located in the 
Williamsburgh Savings Bank Build- 
ing at Flatbush Avenue and Hanson 
Place, Brooklyn), the Downtown 
New York Division (located at 225 





CLINTON Cottins, C.P.A., is a 
partner of Wm. H. Mers & Com- 
pany. He was formerly senior tax 
accountant on the staff of Bar- 
row, Wade, Guthrie & Co. and he 
was a field agent and later a con- 
feree for the Internal Revenue 
Bureau. Mr. Collins is a mem- 
ber of the American. Institute of 
Accountants, The Ohio Society of 
Certified Public Accountants and 
the National Association of Cost 
Accountants. He is certified in 
New York State and Ohio, and is 
also a member of the Ohio bar. 











Broadway, Manhattan), the Upper 
New York Division (located in the 
Parcel Post Building at 341 Ninth 
Avenue, Manhattan) and the Buffalo 
Division. Other nearby agent’s of- 
fices are at Newark, N. J., and at 
New Haven, Conn. The audit of re- 
turns of taxpayers located on the 
whole of Long Island and on Staten 
Island is handled by the Brooklyn 
Division; located on the south side 
of 23rd Street and below, in Man- 
hattan, by the Downtown New York 
Division; located on the north side 
of 23rd Street and above in Man- 
hattan, in the Bronx, and in a terri- 
tory extending up the Hudson, on 
both sides of the river (consisting 
of twenty-one counties), by the Up- 
town New York Division; and lo- 
cated in the rest of the state, by the 
Buffalo Division. In an office cover- 
ing such an extensive territory as 
the Buffalo Division, for example, 
various “posts of duty” are estab- 
lished throughout the territory and 
examiners (auditors) are permanent- 
ly stationed at these various posts of 
duty. 

The auditors or examiners who 
staff these agent’s offices are official- 
ly titled “internal revenue agents” 
(most of the staff) or “internal rev- 
enue auditors” (a few—mostly wo- 
men). All are civil service em- 
ployees. At present, the work week 


‘for all agents’ offices is six days of 


eight hours each. This schedule has 
been in effect since shortly after 
Pearl Harbor. 

Although the primary function of 
these offices is the examination of 
income and excess profits tax returns, 
other classes of tax returns do or 
have come under their jurisdiction. 
There are a special group of agents 
who examine Federal estate and gift 


(Awarded First Prise in the 1945 Essay Contest of the Society) 
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tax returns and these agents are 
under the jurisdiction of the Internal 
Revenue Agent in Charge. Revenue 
agents also examine Federal unem- 
ployment insurance tax returns. In 
the past they have handled the audit 
of unjust enrichment tax returns, re- 
ports of excess profits on naval, etc., 
contracts under the Vinson Act (of 
1934) and its successors, etc. 

The gift and estate tax agents are 
civil service employees also, but are 
classified as professional workers. 
Only attorneys-at-law are appointed 
to these positions. Most gift tax re- 
turns are reviewed and audited by 
the Bureau of Internal Revenue in 
Washington and few are subjected 
to examination in the agent’s offices, 
so that this group of agents is prin- 
cipally concerned with the examina- 
tion of Federal estate tax returns. 

All Federal income tax returns 
are, of course, first filed in the office 
of one of the various Collectors of 
Internal Revenue. All individual 
and fiduciary income tax returns 
showing net income in excess of 
$5,000.00, and all corporation income 
tax returns, are transmitted to the 
Bureau of Internal Revenue in 
Washington after the tax 
ments thereon have been recorded 
by the Collector. These returns are 
reviewed in the Bureau and _ all 
which the Bureau employees think 
might be worthy of examination are 
thereafter forwarded to the proper 
Internal Revenue Agent in Charge. 
Probably all of the largest returns 
will always be sent to the agents’ 
offices. The Bureau may ship out 
many other returns for various rea- 
Large deductions for bad 
debts, repairs, depreciation or offi- 
cers’ salaries will generally take a 
return back to the field. Most any 
sizable loss deduction appearing on 
a return will cause the Bureau re- 
viewers to ship it out. 

The Downtown New York inter- 
nal revenue agents’ office is probably 
the largest in the country. Hence, 


assess- 


sons. 
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its functioning may be a little dif- 
ferent or a little more departmental- 
ized than some of the smaller offices. 
But, generally, all of these offices are 
set up in about the same manner. 
It will be interesting to follow the 
progress of a batch of the returns 
received from the Bureau through 
the Downtown agent’s office. 

It has been the Bureau’s endeavor 
to complete its tabulation, classifi- 
cation and review of calendar year 
returns and to have them in the of- 
fices of the revenue agents, at the 


latest, by the following July 1. The 
returns are received at the “control 
room” of the agents’ office. The 


“control room” has charge of receiv- 
ing and shipping returns. It keeps 
a record of all returns in the office 
and of the particular location of each 
at all times. This record is main- 
tained by means of individual file 
cards prepared in duplicate for each 
return received. In addition the 
control room contains permanent 
record cards of the action taken on 
past returns of each taxpayer and 
file cabinet space for the storage of 
a considerable number of returns. 
The Downtown New York agents’ 
office generally has 200 or more 
examiners (revenue agents) who go 
to taxpayers’ places of business and 
make so called “field examinations” 
of assigned returns. These agents 
are divided into groups of some 30 
to 35 men, each under a group chief. 
There are about six or seven of these 
groups at Downtown New York. 
When a batch of returns is re- 
ceived from the Bureau, the group 
chiefs are notified of its arrival. 
They personally review these re- 
turns and, by lot, by choice or by 
assignment, each receives certain 
returns to be handled by the men 
of his particular squad. There will 
be numerous returns in the batch 
which the group chief will reject as 
unworthy of field examination. All 
returns selected by the groups will 
be so marked on the control room 
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file cards, the entries indicating the 
particular group to which each re- 
turn has been assigned. The dupli- 
cate cards go to the group chief’s 
desk and, as the returns are assigned 
to individual agents, entries are made 
on these. duplicate cards to show 
vhat agent has received each as- 
signed return. Hence, the exact lo- 
cation of any return in the office can 
be ascertained almost immediately. 
The control room card will tell what 
group the return has been assigned 
to. The group chief’s card will tell 
what man has the return. 

For the purpose of the assignment 
of returns to individual agents, the 
returns generally carry a rating such 
as “easy”, “average”, “difficult”. On 
the basis of this grading, and of the 
experience, ability and rank of the 
several men, the various returns are 
assigned to individual examiners. 
But even the fact that a return has 
been definitely assigned to an agent 
does not mean that that return will 
be examined. Each examiner is per- 
mitted to review the returns 
signed to him. He has the privilege 
of recommending that any return 
assigned to him be accepted without 
examination, if he believes that a 
held examination would probably 
result in no change in tax liability. 
Or an examiner may make just a 
“partial examintion”. That is, he 
may inquire into just one or two 
items of income or deductions, ac- 
cepting the rest of the return figures 
without verification. 

It is obvious, from the preceding 
comments, that not even all returns 
showing substantial net income are 
examined every year. The examin- 
ing force is far from sufficient to 
carry out a complete audit program. 
On the contrary, every effort is 
made to examine only returns which 
will probably produce additional tax 
assessments. The various review 
steps discussed above function to 
this end, so that any particular re- 
turn: 


aS- 
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1. May never be sent to the field 
for examination ; 

2. If sent to the field, may never 
be assigned to a particular group 


chief; 

3. If assigned to a certain group, 
may never be assigned to a 
particular agent by the group 
chief ; 

4+. If assigned to a_ particular 


agent, may be returned by 
him without examination. 


Some of the returns which reach 
the field offices but which are not 
assigned to the field agent groups, 
find their way to the office audit sec- 
tion. Each agents’ office has an 
office audit section. Office audit sec- 
tions are staffed to some extent by 
women, most of whom have the title 
of “internal revenue auditor”. Young 
agents, just out of the Bureau in 
Washington, also sometimes serve 
in the office audit sections for a 
while before being assigned to field 
agent groups. As may be surmised 
from this section’s name, the office 
auditors review returns in the office 
and either complete their audits by 
means of telephone and correspond- 
ence, or ask taxpayers to bring rec- 
ords and data to the office for audit 
purposes. Field agents, on the other 
hand, take returns, supporting data, 
and work paper to taxpayers’ offices 
and make audits of returns from the 
books, records, and data available 
there. 

At the Downtown New York of- 


fice most appointments for field ex- 


aminations are made by telephone. 
Some agents prefer to walk in un- 
announced, but this probably is a 
time-consuming method, since the 
agent will very often be asked to 
return at a time when the taxpayer’s 
public accountant can be present 
with the agent. The rule that it is 
best to make appointments before 
starting an audit does not neces- 
sarily apply when the examination 
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is to be made at the tax or trust de- 
partment of one of the large down- 
town banks. Except that, out of 
courtesy to the bank staffs, the 
agents try not to make examinations 
there between about January 15 and 
March 15, any agent can generally 
walk into any one of these tax or 
trust departments and go right 
work. 

The practice of having the tax- 
present 


¢ 
to 


payers public accountant 
when the revenue agent makes his 
examination appears to be a fairly 
regular custom among small and 
medium sized businesses in New 
York City. If the reader will permit 
the expression of one or two per- 
sonal opinions in the course of this 
article, one shall be that the writer 
is dubious of the wisdom of this 
procedure. If the accountant is 
present merely to supply informa- 
tion as requested by the revenue 
agent, well and good. But if 

attempts to guide or limit the rev- 
enue agent’s examinations (and this 
sometimes happens) then he is prob- 
ably just creating resentment on the 
part of the agent, a suspicion that 
the return is probably incorrect, and 
a determination to make any pos- 
sible adjustment increasing tax lia 
bility. An accountant who hinders 
a revenue agent from making his 
examination in his own way, freely, 
is, in the opinion of this writer, often 
doing his client a considerable dis- 


if he 


service. 

Of the field examinations which 
are made, at least 75° (and prob- 
ably 80% or more) result in recom- 
mended changes by the examining 
agent. The agent will generally 
discuss his findings with the tax- 
payer, or with the taxpayer’s ac- 
countant or attorney if desired. If 
changes are proposed to which he 
does not agree, this is the tax prac- 
titioner’s first point of negotiation 
with the agents’ office. He will find 
that revenue agents, like any other 
group, are (generally) fairly reason- 
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able people. He will find agents in 
general to be somewhat skeptical of 
sweeping allegations and inclined to 
want evidence to support asserted 
facts. It is their job to verify. In 
this respect they are no different 
than any other auditors.’ Finally 
he will find among them varying 
degrees of intelligence and varying 
degrees of knowledge of taxation 
from “very high” on down the 


sentics 
gen scale. 


On a fact question most agents 
are satisfied with reasonable evi- 
They do not, ordinarily, ex- 


lad 


dence. 
pect a taxpayer to submit iron-c 
evidence of claimed deductions down 
to the last penny. On law questions, 
more difficulty may sometimes be 
encountered. The practitioner who 
believes that a complicated law sec- 
tion is perfectly clear and evident 
as to intent may have difficulty 
convincing a revenue agent of that 
clarity. Particularly in the case of 
new laws, which have not been 
tested in the courts, the agent may 
remain very skeptical that the sec- 
tion was written for the especial use 
and benefit of the particular tax- 
payer presently under examination. 
Generally, however, if the law 1s 
well settled and the agent just hap- 
pens not to be familiar with it, the 
practitioner will be able to impress 
him and will find that he later will 
admit that he was wrong, having in 
the meantime looked the question 
up or consulted fellow agents or his 
group chief on the matter. 

In matters of opinion, such as (for 
example), what officers’ salaries are 
reasonable, or what rate of depre- 
ciation is fair for a particular class 
of fixed assets, agents will often ap- 
pear to be rather arbitrary. Actu- 
ally, however, the difficulty here. 
often, is not that the agent is being 
intentionally arbitrary, but arises 
from the very nature of the con- 
troversy. The agent is probably en- 
deavoring to be fair and reasonable, 
but the principal guides which he 
has are his own judgment and expe- 
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rience. Certainly most agents have 
never been the chief executive of a 
successful business. Certainly no 
agent can, in the brief time he spends 
on one examination, get all of the 
background necessary to a fair and 
reasonable settlement of these opin- 
ion questions. And, besides, when 
the Bureau says: “Watch officers’ 
salaries” or “Watch depreciation” 
few agents are inclined to pass these 
items if there is any probability that, 
app lying the Bureau’s rules or tests, 
there should be a disallowance. 

And so, if the dispute involves a 
settled question of law or a question 
of fact, and the law or the facts are 
with the taxpayer, the tax practi- 
tioner wilt find that generally he 
can come to a satisfactory agree- 
ment with the examining agent on 
the matter. If he does not agree 
with the examiner, he has further 
steps to take, as will be described 
hereafter. 

The revenue agent, having com- 
pleted his field examination and dis- 
cussed his conclusions with the tax- 
payer or his representatives, must 
next write a report. He makes a 
report of his findings whether or 
not they have been agreed to by 
the taxpayer. He makes a brief 
form of report even though he has 
made only a partial examination or 
has recommended that a particular 
return be accepted without exami- 
nation. Each report, accompanied 
by the return to which it relates, is 
then submitted to the group chief 
and briefly reviewed by him. Since 
the group chief is 
the activities of 30 ‘ 35 agents, his 
review of reports is generally 
what cursory and limited to a scru- 
tiny to see that reasonably sound 
principles have been applied by the 
agent. Probably the degree of scru- 
tiny exercised by the group chief 
will depend upon his estimate of the 
ability and knowledge of the partic- 
ular agent who has prepared the re- 
port. 


2S 
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.to the reviewer, he 


esponsible for. 


After approval by the group chief, 
the agents’ reports and related files 
of returns and supporting data are 
returned in batches to the control 
room. Here they will be credited 
to the particular squad, certain pro- 
posed assessment data will be ex- 
tracted from the reports, and these 
files will then be transmitted and 
charged to the review section. The 
review room, or section, is perma- 
nently staffed by revenue agents 
who have shown particular aptitude 
for discerning errors of principle or 
judgment committed by other agents 
in their reports of examination. 

Several calculating machine oper- 
ators are also employed in this sec- 
tion for the purpose of checking all 
mathematical calculations in the 
agents’ reports. Reports are as- 
signed to the various reviewers by 
the chief reviewer (the section chief ) 
in much the same manner that re- 
turns are assigned, by the group 
chiefs, for examination. If an ex- 
amining agent’s report is not clear 
calls the exami- 
ner into the review room to explain. 
If a minor error develops, the ex- 
amining agent is generally permitted 
to correct it in the review room. If 
substantial changes have to be made 
in the report, the reviewer writes 
up his exceptions and returns the 
report, and the accompanying return 
and data, to the examining agent by 
way of the chief reviewer, the con- 
trol room and the group chief. After 
revision by the agent the report goes 
back, by the same route, to the re- 
viewer. 

As they are approved by the re- 
viewers the reports (accompanied 
by the related returns) are trans- 
ferred, in batches, back to the con- 
trol room. On the control cards, 
the control room employees credit 
the review section with these re- 
turns. After required data is ab- 
stracted, the reports and returns are 
then transferred and charged to the 
typing section. There appears to 
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be one general rule applicable to 
the sequence of typing reports. The 
rule is that reports which have been 
agreed to by the taxpayer (as evi- 
denced by his signature on a Govern- 
ment form on which the amount of 
the proposed additional taxes and 
overassessments is set out) shall be 
typed first. The reason for this is 
that interest on additional tax as- 
sessments to which the taxpayer 
has thus agreed stops accumulating 
thirty days after the signed agree- 
ment form is received in the agents’ 
office. Interest on proposed assess- 
ments not so agreed to, on the other 
hand, continues to accumulate until 
the tax is actually assessed by a 
Collector of Internal Revenue. 

Reports are separated, between 
“agreed” reports and those not 
agreed to, for other reasons also. A 
different transmittal letter must be 
written to each of the two groups 
of taxpayers. Those taxpayers who 
have agreed to the agents’ findings 
are advised that the tax agreement 
form has been received and that the 
agreed tax will be assessed. Those 
taxpayers who have not agreed to 
the findings are sent a blank agree- 
ment form and are advised that they 
have thirty days in which to agree 
to the agent’s proposals or to take 
further action. During this thirty 
day period the reports, returns, and 
related papers are held in the con- 
trol room. 

Agents’ reports are typed in trip- 
licate. The original stays with the 
examined return wherever it goes. 
The duplicate is transmitted to the 
taxpayer. The triplicate, together 
with the agent’s own draft of the 
report, goes to the files section of 
the agents’ office where it is filed 
alphabetically by taxpayer’s name. 
At the Downtown New York office, 
two complete alphabetical files are 
maintained—one for corporate tax- 
payers and one for other taxpayers. 
These files are frequently referred 
to by agents examining subsequent 
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years’ returns of the same taxpayer, 
the returns of related taxpayers, etc. 
“Agreed” reports, as soon as they 
have cleared through the typing sec- 
tion back to the control room, are 
sent to the proper Collector’s office 
for assessment of the additional tax. 
A file containing the return and sup- 
porting data and the original typed 
copy of the agent’s report goes to 
the Collector’s office. Thereafter 
this file is shipped to the audit re- 
view section of the Income Tax Unit 
of the Bureau, in Washington. This 
section, as its name implies, makes 
a final reveiw of agents’ reports. 
Except in the rare instances where 
the audit review section is unable 
to accept the examiner’s findings, 
and sends the file back to the agents’ 
office for further action, this transfer 
of “agreed” cases to Washington 
completes the field office’s action in 
connection with these particular re- 
turns. Considerable further activi- 
ties are still to take place, however, 
with respect to the returns and re- 
ports involved in cases where the 
taxpayer has not signified his ac- 
ceptance of the agent’s findings. 
Within the thirty day period men- 
tioned in the transmittal letter to 
the taxpayer (in these non-agreed 
cases), he may do either of two 
things or he may do nothing. His 
two alternatives are to agree to the 
agent’s findings by signing and de- 
livering the agreement form which 
was transmitted to him with the 
copy of the agent’s report, or to 
“protest” the agent’s findings. This 
he does by addressing a letter or 
petition to the Internal Revenue in 
Charge in which he sets forth the 
amount of tax in dispute, the taxable 
years involved and the reasons why 
he takes exception to the agent’s 
findings. He generally requests a 
hearing on the issues before the con- 
ference section of the agents’ office. 
If, during the thirty day period, 
the taxpayer agrees to the findings, 
the case then becomes an agreed 
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case and is extracted from the thirty 
day file in the control room and sent 
along for assessment of the addi- 
tional tax, as described above. 

If the taxpayer does nothing dur- 
ing the thirty day period, the return 
and report will still be in the control 
room file at the expiration of that 
period. Within a day or so there- 
after it will be extracted from the 
thirty day file and sent to the sec- 
tion which writes the formal notices 
of tax deficiencies. This is com- 
monly called the “ninety day sec- 
tion” because the notice prepared 
here and transmitted by registered 
mail to the taxpayer gives him 
ninety days from date within which 
to prepare and file a petition to the 
Tax Court of the United States, in 
case he wishes further to dispute 
the proposed additional tax assess- 
ment. Once a ninety day letter is 
issued the taxpayer’s only remedy, 
if he wishes to stay the assessment 
of the proposed additional taxes, is 
a petition to the Tax Court. Hence, 
by failing to file a “protest” within 
the thirty day period mentioned in 
the earlier letter, the taxpayer de- 
prives himself of the right to hear- 
ings in the conference section of 
the agent’s office and before the 
Technical Staff (a special group of 
Bureau employees independent of 
the agents’ offices). 

If, within the thirty day period (or 
longer period if, for good cause, the 
agents’ office grants the taxpayer 
an extension), the taxpayer files a 
protest to the agent’s findings the 
case is thereupon extracted from the 
thirty day file in the control room 
and transferred to the conference 
section of the agents’ office. The 
case is there assigned by the chief 
conferee to one of the several con- 
ferees for study and further action. 
These conferees are revenue agents 
who, because of aptitude, general 
ability, or experience, have been 
selected to discuss, with the tax- 
payer or his representatives, the 
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agent’s findings and to attempt to 
settle the points of dispute on a 
basis equitable to the Government. 

What has been said about revenue 
agents in general probably applies 
very well to conferees also. They 
are generally fairly reasonable. Some 
are pretty good bargainers for the 
Government. Their average ability 
and knowledge of taxation is, of 
course, somewhat above the average 
of revenue agents as a whole. Con- 
ferees have the same general atti- 
tude toward new and untested laws 
and toward issues involving opinion 
as do other revenue agents. How- 
ever, there is the difference that con- 
ferees do have a somewhat wider 
discretion in endeavoring to settle 
cases than do the examining agents. 
Hence, they are frequently willing 
to see weight to the taxpayer’s argu- 
ments and to make concessions on 
their side if the taxpayer shows a 
willingness to do the same on his 
side. Nevertheless no tax practi- 
tioner need anticipate that, having 
only a weak case, he can go into the 
conference section and get his con- 
tentions allowed in full. 

The conferee will first study the 
assigned case. Generally he will not 
be inclined to allow the taxpayer’s 
contentions in full upon a reading of 
the protest. He will, therefore, set 
a date for an office conference on the 
issues and send a notice thereof to 
the taxpayer. Two or three confer- 
ences may be required to thrash out 
the disputes, particularly if it seems 
likely that the differences can event- 
ually be reconciled and agreement 
reached. 

If the taxpayer (or his representa- 
tives) and the conferee do agree, an 
agreement form is signed by the tax- 
payer and the conferee then writes 
his report recommending settlement 
of the case on the agreed basis. The 
report is reviewed by the chief con- 
feree (or, in large offices, by con- 
feree-reviewers) and, if the report is 
approved, the file is then transmitted 
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to the control room where it re- 
ceives the treatment accorded all 
agreed cases. 

If the taxpayer and the conferee 
cannot reach agreement, the tax- 
payer has two alternatives. He may 
ask for a hearing before the Techni- 
cal Staff in a further endeavor to 
settle the case. On the other hand, 
if he believes that the case cannot be 
settled, the taxpayer may request 
that a statutory notice of deficiency 
(ninety day letter) be immediately 
issued. In either event the conferee 
writes a report of the proceedings 
before him which is reviewed by the 
chief conferee or other conferee- 
reviewer. If the conferee’s report is 
satisfactory, the case file is then 
returned to the control room. If a 
notice of deficiency is to be issued 
he control room transfers the case 
to the “ninety day section” where 
the deficiency notice is written. The 
control room forwards the other 
cases to the Technical Staff office. 

If a basis for settlement is reached 
between the taxpayer and the Tech- 
nical Statf an agreement form is 
signed and the agreed case is for- 
warded to the Collector's office for 
assessment of the deficiency. If the 
Technical Staff does not settle the 
case it returns the complete file to 
the agents’ office where it is routed 
through the control room to the 
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“ninety day section” for issuance of 
a statutory notice of deficiency. 

All returns not examined and all 
examinations disclosing no change 
in tax liability have, in the mean- 
time, been returned to the Bureau. 
Hence, out of the original batch of 
returns received, the only ones still 
in the agents’ office, at this stage of 
the game, are those involved in cases 
on which ninety day letters (statu- 
tory notices of deficiency) have been 
written to the taxpayers. These 
cases are held in the “ninety day 
section” until notice is received that 
a petition has been filed with the 
clerk of the Tax Court in the particu- 
lar matter. The complete case file 
is then forwarded to the Technical 
Staff for preparation for trial by the 
office of the division counsel. If no 
petition is filed within the ninety 
day period, the case is forwarded to 
the Collector’s office, for assessment 
of the deficiency indicated in ‘the 
ninety day letter, and thence to the 
Bureau. 

This discussion has been neces- 
sarily condensed and_ simplified. 
Cases involving overassessments 
have not entered the discussion. 
Presumably there were none such in 
our sample batch of returns. Within 
these limitations, and with this ex- 
ception, we have followed the course 
of typical returns through the pro- 
cesses of an internal revenue agents’ 
office. 
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Education for the Accounting Profession 
By JAmMEs W. DaVattt, Ph. D. 


AM delighted to join your conge- 

nial group this evening, and I am 
especially glad that you have made 
it possible for me to talk with you on 
this subject which is so badly in need 
of mutual and co-operative attention 
and understanding of those who train 
others for the profession—the teach- 
ers on the one hand and the prac- 
titioners on the other. 

We should take into consideration 
the fact that accounting as we think 
of it is a relatively new profession. 
Only during the lifetime of those 
present has it been introduced ex- 
tensively into the curricula of our 
universities ; and, because of its new- 
ness and a common misunderstand- 
ing of its subject-matter, the facul- 
ties and administrative officials of 
nany of them are still in doubt as 
) its fitness for serious study by 
1e college student. 

Prior to the present century, the 
man who took up accounting as a 
career did so largely by chance rather 
than by deliberate choice after con- 
sideration of the advantages offered 
by other professions. Even today, 
the layman is not always sure where 
to draw the line between the office 
worker who styles himself an ac- 
countant and those properly educated 
and experienced to formulate ac- 
counting policies and render judg- 
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ments based upon scientific analyses 
of business and economic data in 
the light of correct accounting prin- 
ciples. Yet, the distinction between 
the work and education of the two 
classes is comparable to that between 
the ordinary mechanic and the engi- 
neer, or the law clerk and the lawyer. 

Although the newest among them, 
accounting has without question 
reached its majority as one of the 
major professions, fully comparable 
in dignity, in social value, in philo- 
sophical depth, in professional stand- 
ards, and. in financial remuneration 
with that of law or engineering. 

It is encouraging, and highly com- 
mendable, that those of the account- 
ing profession are aware of the basic 
weaknesses in our system of prepa- 
ration and that they are striving to 
remedy them. No other subject has 
received more space in our associa- 
tion méetings and journals during 
recent years than has that of pro- 
fessional training. There is a grow- 
ing tendency for universities to seek 
the counsel of those in the profession 
in setting up their.curricula, and for 
practicing accountants to turn to the 
universities for junior staff members. 

A review of the preparatory back- 
ground of men in the profession to- 
day shows that they have acquired 
their accounting training in a variety 
of ways, ranging through office ap- 
prenticeship, correspondence courses, 
high school bookkeeping courses, 
private business institutes, univer- 
sity schools of business, and gradu- 
ate study. And, we have among the 
top men of the profession examples 
of each type of training, indicating 
that the first requirement is the right 
individual, and that the work of the 
school is to make the road a little 
easier and much shorter with fuller 
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view and appreciation of the pana- 
rama. 

It is generally agreed that there 
should be two phases to the most 
effective accounting education. These 
should consist of formal education 
administered by an educational in- 
stitution, and practical education in 
the form of internship in the prac- 
titioner’s office by which the so- 
called text-book theory of the school 
is supplemented by practical appli- 
cation. It is of the former that I am 
better qualifjed to speak. 

Before examining the various fac- 
tors entering into the education of 
the accountant, we should establish 
some sort of a standard of proficiency 
for our finished product. In setting 
this standard we should keep in mind 
that our student must be prepared 
to carry on his work ina very unpre- 
dictable future— the last half of the 
twentieth century. We have good 
reason to believe that the changes in 
technology, business philosophy and 
method, economic intercourse, and 
possibly economic institutions, which 
will unfold during his lifetime will 
surpass those of the first half of this 
century or the last half of the nine- 
teenth. It is a long way from the 
work of the expert accountant or 
auditor of a half-century ago, chiefly 
concerned about errors in bookkeep- 
ing and the possibility of fraud in 
the cash account, to the professional 
service of the Certified Public Ac- 
countant of today or of the Business 
Consultant of the future. 

What educational equipment do you 
consider most desirable in the young 
accountant whom you employ with 
the intention of developing into a 
valuable member of your staff, or 
firm, and of the profession? 

I am well aware of the fact that 
if he is to remain in vour office long 
enough to qualify as an accountant, 
he should be prepared by the school 
to earn a substantial portion of his 
first year’s salary, a very practical re- 
quirement too often overlooked by 
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the university in its program of train- 
ing. However, if his university edu- 
cation is to help him to develop to 
a place where he is ever worth much 
more than his beginning salary, it 
should give him some qualities which 
he cannot readily acquire in practice. 

The accountant who is to make 
his greatest contribution to business 
leadership in the future must be 
taught to think in terms of broad 
business policy in a world of eco- 
nomic change and readjustment. He 
should know how our economic sys- 
tem operates. He should have a well- 
balanced conception of business en- 
terprise, business policy and business 
methods. He should be familiar with 
the history of business institutions, 
and he should be intelligent concern- 
ing the place and function of differ- 
ent kinds of industry. He should be 
able to apply statistical method in 
the analysis of economic and busi- 
ness data. Finally, he should know 
accounting and be able and anxious 
to keep abreast of developments in 
his field. 

Accountants are coming into the 
profession today from four types of 
schools—the private business insti- 
tutes, the state universities, the en- 
dowed university schools of busi- 
ness, and a few graduate schools. 
The first question for consideration 
in any program of education is the 
amount of time the student will spend 
in the process. Obviously, the longer 
the period of time available, the 
broader and more thorough can be 
the preparation. 

The four year college course in 
commerce or business administration 
is usually divided about half and half 
between the arts and science courses 
and courses in economics and busi- 
ness administration. The equivalent 
of approximately two years of study 
is spent in the so-called cultural 
departments of English, foreign lan- 
guage, mathematics, the social stud- 
ies, and the physical sciences. The 
other two years are given to the 
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study of economic theory and the ap- 
plied economics courses including 
accounting. 

Few of us would question the value 
of the two years spent in what we 
might call general or basic education 
and most of us would agree that the 
more of it the student is able to 
acquire the better for him. But, I 
am of the opinion that two years is 
entirely too short a period in which 
to give the average student a thorough 
basic training in economics and busi- 
ness enterprise and, in addition, give 
him sufficient preparation in account- 
ing to enable him to pursue that 
profession successiully. I believe 
that two years is not too much time 
to devote to the study of accounting 
and law courses alone, exclusive of 
other courses in applied economics. 
For example, I doubt if the average 
student can be prepared to pass the 
C. P. A. examination with much less 
than two years’ study of accounting 
and law in addition to the other re- 
quirements for the degree in business 
administration. It seems to me that 
we are attempting to prepare stu- 
dents for a profession fully as diffi- 
cult as law or engineering in about 
one-half the time. 

Please understand that I do not 
disparage the shorter intensive courses 
for the student who has no more time 
to spend; but I am speaking of ade- 
quate preparation for professional 
leadership which may extend into 
the next century. 


Prerequisites to the 
Study of Accounting 


Concerning the prerequisites to the 
study of accounting, I have already 
expressed the desirability of as much 
basic or cultural education as it is 
possible for the student to acquire. 
Included, and as the minimum, should 
be sufficient mastery of the English 
language to enable the accountant to 





read and understand heavy and com- 
plicated subject-matter, and to ex- 
press himself clearly and accurately. 
Also, his knowledge of mathematics 
should be extensive enough to en- 
able him to handle the arithmetic 
and algebraic formulae encountered 
in accounting and statistical pro- 
cedures. 

It is the consensus, and I fully 
concur, that prior to or in conjunc- 
tion with the accounting courses the 
student should receive effective train- 
ing in economic theory; statistical 
method ; business law ; money, credit 
and banking; marketing; public 
finance and taxation; business or- 
ganization; corporation finance; busi- 
ness policy; and the history of busi- 
ness institutions. 

With good reason, many public 
accountants are reluctant to employ, 
graduates of our university schools 
of business administration. Some 
of them prefer graduates of the 
intensive accounting courses of pri- 
vate business schools. Many prefer 
to employ graduates of the arts and 
science colleges and train them in 
accounting in their own offices. 


Elementary Accounting the 
Root of the Trouble 


I should like to explain to you 
why I believe our graduates fre- 
quently come to you poorly prepared 
in accounting. In order to do that 
and suggest a more effective pro- 
eram of training, I shall need to 
deal at some length with course 
content with which you are familiar. 

In a recent study* of the curricula 
of thirty-eight schools, which com- 
prise about three-fourths of the 
membership of the American Asso- 
ciation of Collegiate Schools of 
Business, it was found that more 
than half of the schools reporting 
require in the subject of accounting 
only the elementary course, and that 


* Loren F. Brush, The Accounting Review, July, 1942. 
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only eight percent require courses 
beyond intermediate accounting. It 
is probable that the requirements 
are even less in most of the schools 
not responding to the questionnaire. 
Furthermore, the content of the ele- 
mentary course is usually arranged 
for the greatest benefit of the greatest 
number. It is generally assumed, 
and I suppose correctly so, since 
only a small percentage of the grad- 
uates will ever use accounting in 
practice, that a general survey of 
the field is more useful to the class 
as a whole than more thorough 
coverage of a less extensive scope of 
subject-matter. It is also probably 
true that the majority of the students 
in the class are not fitted by interest, 
aptitude, and industrious nature to 
pursue the subject intensively. The 
only objection that I raise to such a 
course—but it is a most serious 
objection—is that the accounting 
majors take the same course. I do 
not know of a school which offers 
a separate or special course in ele- 
mentary accounting for accounting 
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majors. The result is that their 
elementary preparation is often in- 
adequate to enable most of the 
students to accomplish much in the 
more advanced courses. 

Most elementary courses extend 
over thirty-two weeks with three 
to four hours of instruction per 
roFOK, This is too short a Period of 
time for the average undergraduate 
class to cover elementary principles 
thoroughly, not to mention special- 
ized phases of accounting. In these 
so-called survey courses, intended 
to give the business administration 
oraduate a general understanding 
of the whole field of accounting, it 
is not uncommon to skim over such 
subjects as estate and trust account- 
ing, installment sales, branch and 
foreign exchange accounting, income 
tax procedure, cost accounting, and 
even consolidated statements in ad- 
dition to the standard subject-matter 
of the course. 
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If such a course is effectively 
taught, I have no objection to it if 
that is all the instruction in account- 
ting the student is to receive; but 
I am convinced that it is not the 
proper introduction to the subject 
for the student who intends to make 
accounting his profession or even 
major in it. The average student 
comes through such a course wit] 
a very vague understanding of what 
he has been over and very sure he 
will have no more of it. Of those 
pursuing the study into the advanced 
courses, only the superior and most 
determined students can do the re- 
quired work, and even they have 
missed much. 

But, that is not all. Only a very 
few of these business administration 
graduates are fortunate enough to 
begin théir business careers in junior 
executive positions and, although 
they never cared for accounting and 
never intended to be accountants, 
many of them eventually get into 
your offices looking for jobs. You 
know what happens from there on. 


A Separate Course for 
Accounting Majors 


As I have indicated before, it 
seems to me that the first step 
toward a remedy for this situation 
should be a separate elementary 
course for students majoring in ac- 
counting. I believe that the course 
should be thirty-two weeks in length 
and require five hours of class in- 
struction per week. 

It seems to be generally believed 
that the statement approach is the 
best introduction to the study of 
accounting. The first few weeks of 
the semester are devoted to a general 
exploration of the subject and an 
examination of illustrative balance 
sheets and profit and loss statements 
for the purpose of giving the stu- 
dents some idea of the use to be 
made of accounting data, how it is 
marshalled to serve its purpose most 
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effectively, and of its importance in 
the control of business enterprises 
and economic activity. At the same 
time the student gains some famil- 
larity with accounting terms and 
classification, and with the relation- 
ship of the subject to economics, 
law, and engineering. It is especially 
important that during this time the 
student should be taught to adopt 
an inquiring attitude and look al- 
ways for the broader application of 
a given situation, and of his subject 
as a whole, in the management and 
control of the enterprise. Principles 
should be emphasized and their ap- 
plication demonstrated by means of 
problem work in the preparation of 
statements from disorganized ledger 
balances. 

It seems to be a necessary anti- 
climax that we next spend a few 
weeks of our course in the drab 
work of record procedure, or ledger 
and journal technique if you prefer. 
But, this part of the work can and 
should be made more interesting 
and useful to our purpose by placing 
emphasis upon accounting principles 
through careful analysis of business 
transactions, the changes that are 
constantly taking place in the values 
of certain assets, and their ultimate 
effect upon the financial position of 
the business. The first half of the 
course is closed with a study of 
end-ot-the-period adjustments, clos- 
ing routine, and worksheet proced- 
ure as a basis for the preparation 
of statements. There should be no 
question of the student’s ability to 
perform this part of the work when 
he takes up the next. ‘ 

The second half of the course is 
centered about the study of pro- 
prietorship. Usually the first half 
is simplified and developed around 
the sole proprietorship form of or- 
ganization in order to avoid the 
complicated problems of income dis- 
tribution until the student is better 
able to grasp their significance. In 


the second half, partnership and 
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corporation procedures, including 
bonds and their problems, are in- 
troduced and the study of the state- 
ments and accounting relationships 
expanded accordingly. Most of the 
problems peculiar to the partnership 
arrangement can be disposed of in 
the elementary course, but we can 
do little more than touch upon those 
of the valuation of assets, the deter- 
mination of income, the distribution 
of income, and of capital stock and 
surplus. These constitute, in large 
part, the subject-matter of the ad- 
vanced principles course. 

I have dealt at length with the 
content of the elementary course 
because I believe that therein lies 
the source of most of the weaknesses 
in our university training. What 
I have outlined, if covered thorough- 
ly, is as much as I believe should 
be attempted if the student is to 
receive more advanced instruction 
in the subject. He is then prepared 
to take up the study of costs, special 
procedures, and more advanced 
principles. I do not think he is yet 
prepared to profit the most from 
such subjects as auditing, systems, 
income tax, and statement analysis. 
Although he is admitted to them in 
most schools, I believe these should 
follow more study in principles. 


Intermediate Accounting 

Now, I should like to say a few 
words about a course commonly 
called intermediate accounting. It 
seems to me that this course is 
usually not as satisfactory as it 
might be. Most schools offering 
such a course intend it to serve as 
a bridge between the elementary 
and advanced principles. If the 
student has mastered the elementary 
principles, there is a great amount 
of duplication of instruction in the 
content of the course, and often it 
is misnamed advanced accounting. 
If he has not mastered the ele- 
mentary principles, he should not 
attempt to do so in any other course. 
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However, there is a definite place 
following elementary principles for 
a course to be held responsible for 
a number of specal topics such as 
Sources and Application of Funds, 
Consignments, Installment Sales, 
Branch and Foreign Exchange Ac- 
counting, Receiverships, Estate and 
Trust accounting, Actuarial Science, 
Consolidated Statements, and bank 
and brokerage accounting. These 
subjects are usually scattered about 
over the entire accounting curric- 
ulum, thrown into a course if time 
permits, and side-tracked in various 
ways, with the result that many of 
them do not become part of the 
student’s formal training. Yet, they 
are important enough to constitute 
part of almost every C. P. A. ex- 
amination. 


Cost Accounting 

[ believe that there is no field 
of accounting where the school’s 
opportunity is so great and its con- 
tribution so small as in that of cost 
accounting. College catalogs indi- 
cate, and I believe a survey would 
prove, that most schools offer one 
semester’s work in cost. That, in 
my opinion, is no more than one- 
third of the time needed to teach 
it well. There is a vast amount of 
difficult subject-matter to be covered 
and in no course is it more necessary 
that the student’s study assignments 
include and be supplemented by 
problem work and time-consuming 
class discussion in order to develop 
the principles of cost analysis and 
their application by management. 
For the student thoroughly to un- 
derstand how cost data is used, 
budgeting procedure necessary to 
the establishment of correct burden 
rates, the production order and 
process methods of accumulating 
costs, the principles and use of 
standard costs, the principles of 
distribution cost analysis, and_ be- 
come familiar with current literature 
in the field is worthy of a minimum 
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of three semesters. Yet, few schools 
offer more than two. 
Auditing 

The difficulties in our auditing 
courses arise from three sources. 
First, in no subject is it so necessary 
that the teacher have had practical 
public accounting experience. Most 
teachers who enter teaching as a pro- 
fession find it difficult to obtain the 
practical work; and, most of those 
qualified teachers who manage to 
do so find the financial future in 
teaching discouraging when com- 
pared with that offered in business 
and public practice. 

The second difficulty is the matter 
of time and content arrangement 
of the course. An examination of 
college catalogs indicates that most 
schools offer no more than one 
semester of auditing. It may be 
assumed that where the instruction 
is confined to one semester an at- 
tempt is made to survey the whole 
field from the engagement to the 
final report. The head of the de- 
partment of accounting in one of 
our better state universities, once 
told me that he included the study 
of income tax procedure in his (one- 
semester) auditing course “because 
auditors had to know income tax”. 
| cannot, to my satisfaction, cover 
so much work in so short a period 
of time. In this course, as in most 
other accounting courses, I believe 
the application of principles can be 
most effectively illustrated by means 
of case and problem study. Fur- 
thermore, it is important that the 
student learn how to set up and 
assemble working papers and how 
to prepare his report on the basis 
of them. The report, one of the most 
important sections of the course, is 
usually the most lightly treated. 
This is because it logically comes 
at the end of the semester's work and 
there is not enough time left for it. 

The third difficulty is encountered 
in the dirth of good problem material 
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available for classroom use. Teachers 
and practitioners have combined to 
write a few good text-books on 
auditing, and they have prepared 
some fairly good practice cases, but 
it is not easy to prepare short prob- 
lems suitable for class demonstration 
and assignment which fully develop 
the principles involved. Most audi- 
ting problems require a great amount 
of time, and to use them to illustrate 
the application of the principles and 
procedures in the course requires 
more time than is available in less 
than two semesters of work. 


Other Accounting Subjects 


While I shall not deal with the 
content of other subjects, there is 
need for improvement in our work 
in accounting systems, statement 
analysis, and income tax accounting. 
Apparently, only a few schools pay 
much attention to the study of ac- 
counting systems. Most text-books, 
and presumably courses deal with 
the subject of statement analysis 
largely from the viewpoint of the 
investor rather than from that of 
the manager. Income Tax requires 
a combination of accountant and 
lawyer to teach it, and to keep up 
with the regulations and court de- 
cisions is a full-time job without 
any other duties. 

The Teacher 

Being one of the newer branches 
in our universities, accounting has 
always suffered from an inadequately 
trained and experienced faculty. At 
the close of the First World War, 
the great number of students inter- 
ested in the study of accounting 
found the universities with relatively 
few staff members qualified to teach 
the subject. To meet the demand, 
teachers from the departments of eco- 
nomics and mathematics were prevailed 
upon to teach classes in accounting, 
teachers were drawn from public prac- 
tice and private industry, and students 
were pressed into service as teachers 
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as soon as they had completed the 
course. (Incidentally, a similar con- 
dition is likely to arise at the close 
of the present war. .The indications 
are that, of those soldiers who plan 
to return to college, more expect to 
enter the field of business adminis- 
tration than any other field, with a 
substantial proportion of that group 
planning to major in accounting.) 

Some of those early recruits de- 
veloped into excellent teachers who 
have contributed much to the refine- 
ment and dissemination of account- 
ing theory. But, there has always 
been a lack of balance between 
theory and technique, the latter term 
often miscalled practice. Method 
has ranged all the way from a few 
simple rules of bookkeeping pro- 
cedure applied by means of the 
practice set, to discussion of finely 
spun theory without the aid of even 
short problems to illustrate the prin- 
ciples involved. I believe you will 
all agree that there is little to be 
said for either. 

Just where the line should be 
drawn between theory, problem 
work, and technique is an unsettled 
question. I believe that theory, or 
principles, should constitute the 
mainspring of every course, but that 
the man who is to develop properly 
in advanced courses and become a 
practitioner should master the basic 
technique of the elementary or pri- 
mary courses. Certainly, in practice 
he is supposed to present his con- 
clusions in the most acceptable 
technical form. I believe that a fine 
balance should be established be- 
tween the amount of lecture, read- 
ing, class-discussion, and problem- 
work comprising a course; and this 
will depend much upon the ability 
of the teacher. Every problem used 
should be chosen because it sup- 
plements and demonstrates the ap- 
plication of some principle, and 
principles can be given meaning by 
the use of well-chosen problem 
assignments. and classroom problem 
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demonstration. Everyone knows 
that problem demonstration in the 
classroom is a prosaic sort of busi- 
ness, but I know of no way to 
avoid a certain amount of it, especi- 
ally in the elementary courses, if 
the students are to know how to go 
about the study and solution of 
their problem assignments, and not 
become discouraged in the rather 
difficult process. 

What should be the preparation 
of the teacher of accounting?’ For 
the practitioner, | have spoken of 
the desirability of broad basic edu- 
cation, extensive and thorough study 
of economic theory and the applied 
fields, and a mastery of all branches 
of accounting. Certainly, no less 
can be expected of the teacher; and, 
in addition, he should know how to 
teach. , 

You are probably asking, “What 
about practical experience?”. There 
are many excellent and _ effective 
teachers of accounting who have 
had no practical experience; and, | 
believe we agree that the quality of 
any man’s work can be determined 
only after an intelligent appraisal of 
final results, after a fair period of 
trial. However, the question is often 
raised by students, “Is this done in 
practice’?”’, and the teacher should 
be able to give an intelligent answer. 
Also, there are certain short-cuts 
in practical procedure which it is 
well for the teacher to know. For 
example, when the student goes 
out into the office looking’ for a 
columnar book of original entry like 
the one illustrated in his text-book, 
he is likely not to see it, but instead 
several volumes, or boxes, or even 
bags, of sales invoices, materials 
requisitions, and other original office 
forms. It helps to bridge the gap 
between the classroom and the office 


if the teacher can point out these 
practical short-cuts as the classwork 
progresses and show how the same 
principles are carried out and how 
the same results are accomplished. 
My conclusion“is the usual one that 
some practical experience should 
make an otherwise good teacher a 
better one. 


Our Opportunity 


It would seem that our golden 
opportunity in accounting education 
is near at hand. With the return of 

susands of veterans to the classrooms 
anxious to learn accounting, our schools 
of business should be prepared with a 
sound accounting curriculum and a 
thoroughly trained and experienced 
faculty to offer them a high quality 
of education worthy of our profes- 
sion and of their most successful 
professional careers. 

Let us finally have an end to 
departmental jealousies and recog- 
nize a field of specialization for 
its proper worth. Those who are 
qualified by familiarity with the 
subject are in general agreement 
that accounting comes under the 
heading of professional education 
rather than technical training. How- 
ever, the time has come to discard 
as a topic for debate the relative 
merits of technical training versus 
general education and focus our at- 
tention upon the ability and needs 
of the particular individual in mak- 
ing his greatest contribution to so- 
ciety in the way he is best fitted. 

I have dealt with this subject en- 
tirely from the point of view of the 
school, as I see it, and I shall wel- 
come your frank criticism in order 
that I may profit by it and send 
you better junior accountants in the 
future. 
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The Significance of the Balance Sheet 
What is Book Value? 


By WALTER A. StTavus, C.P.A. 


HE late Mr. Justice Oliver Wen- 

dell Holmes is quoted as having 
said, “We need emphasis on the 
obvious rather than elucidation of 
the obscure.” As I seek to present 
the subject we have before us for 
discussion, you will probably feel 
I am following rather closely the 
injunction of the learned justice. 
Much of what I shall say regard- 
ing the balance sheet is more or less 
obvious on the face of it, or can be 
deduced from the descriptions of the 
various items which appear on it; 
however, emphasis needs to be laid 
upon what it purports to present, 
and on what it does not present, in 
order to make clear its significance. 
I shall endeavor so to review vari- 
ous phases of the subject as to lead 
to some conclusions as to what may 
be the significance of the balance 
sheet, and to an answer to the re- 
lated question of what is book value. 
The balance sheet is only one of 
two major financial statements of an 
enterprise, the other being the in- 
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come statement. The balance sheet 
is seldom usable or dependable for 
conclusions without also making 
reference to, and study of, the in- 
come statement. : 

Years ago when the banks first 
began to develop their credit depart- 
ments—perhaps thirty-five to forty 
years ago—it was the common thing 
for them to receive from their bor- 
rowers only a balance sheet. Origi- 
nally, it was a balance sheet prepared 
by the borrower without any indica- 
tion of examination or verification 
by anyone independent of the bor- 
rower. As time went on, a certified 
balance sheet began to be requested 
(or demanded) by the lending banks, 
but for many years they got only 
a balance sheet and not an income 
statement with it. 

We go back to those days for the 
origin of the rule-of-thumb that for 
many years was followed by the 
credit departments of the banks re- 
garding the balance sheet, namely, 
that it had to meet a minimum test 
of $2 of current assets for each $1 of 
current liabilities, the thought no 
doubt being that the enterprise could 
then, in liquidation, experience a 
shrinkage of 50% in its current 
assets and still pay off the current 
liabilities. As the years went on, 
however, the banks began to recog- 
nize—as other creditors did, too— 
that the balance sheet in itself is not 
a sufficient basis for evaluating the 
financial position or strength of a 
concern, or its ability to pay off its 
obligations as they fall due. 


_ Presented May 3, 1945 for the course on Current Problems in Accounting for Lawyers 
given by the Practicing Law Institute in cooperation with the American Institute of Account- 
ants and the New York State Society of Certified Public Accountants. 
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Balance Sheet not a Statement 
of Values 


The balance sheet has, from one 
standpoint at least, only a limited 
significance: it is definitely not all 
things to all men, and it should not 
be understood as presenting net 
worth in the literal or colloquial 
meaning of those words. The term 
“net worth” was used years ago on 
a good many balance sheets: in the 
case of a corporation, the sum of the 
capital stock and surplus (which 
equaled the stated net assets) was 
designated as “net worth.” How- 
ever, that term gives a misleading 
impression as to the true content of 
the balance sheet, and what it really 
is, if it leads to regarding it as pre- 
senting in any literal sense the net 
worth of an enterprise. Particularly 
is this true because the balance sheet 
—as we shall see when analyzing the 
various items that appear on it— 
doesn’t really purport to show val- 
ues in the sense of either the present 
value or the realizable value of most 
of the assets appearing on it. When 
you get beyond cash, you immedi- 
ately meet items the amounts for 
which are not necessarily intended 
to be a representation of their value. 

It is true that, in the case of the 
current assets, you come closer to 
the idea of value than is the case 
when you come to such assets as 
plant, and intangible assets such as 
goodwill, trade marks, etc., but, basi- 
cally, the balance sheet does not pur- 
port to set forth net worth or the 
value of the different items on it. 

In seeking to define, or to express 
in a brief compass, what the balance 
sheet is, I come to this conclusion: 
that the balance sheet is primarily 
a presentation of the present status 
of the stockholders’ investment in 
the business—thinking now of a cor- 
porate balance sheet—as based usu- 
ally on the following factors: 





(a) The capital paid jul, less that 
(if any) returned to the stockhold- 
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ers; plus (b) profits realized in ex- 
cess of dividends paid therefrom; 
minus (c) losses sustained ; and plus 
or minus (d) any adjustments re- 
sulting from  quasi-reorganization 
or other abnormal circumstances. 


This concept of the balance sheet 
makes it clear that it is not intended 
ordinarily to be a statement of val- 
ues. 


Nature of Balance Sheet 


Some years ago a Special Com- 
mittee of the American Institute of 
Accountants on Cooperation with 
Stock Exchanges conducted an ex- 
tended correspondence with the 
Committee on Stock List of the New 
York Stock Exchange pursuant to 
the request of that Committee for 
study of, and suggestion for improve- 
ment in, the form of corporate re- 
ports to stockholders. In a letter 
which that Committee wrote to the 
Committee on Stock List in 1932, 
this among other things was said: 


The nature of a balance sheet or 
an income account is quite gener- 
ally misunderstood, even by writ- 


ers on financial and accounting , 


subjects. Professor William Z. 
Ripley has spoken of a balance 
sheet as an instantaneous photo- 
graph of the condition of a com- 
pany on a given date. Such lan- 
guage is apt to prove doubly mis- 
eleading to the average investor— 
first, because of the implication 
that the balance sheet is wholly 
photographic in nature, whereas 
it is largely historical; and, sec- 
ondly, because of the suggestion 
that it is possible to achieve some- 
thing approaching photographic 
accuracy in a balance sheet which, 
in fact, is necessarily the reflection 
of opinions subject to a (possibly 
wide) margin of error. 

Writers of text-books on account- 
ing speak of the purpose of the 
balance sheet as being to reflect 
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the values of the assets and the 
liabilities on a particular date. They 
explain the fact that in many bal- 
ance sheets certain assets are stated 
at figures which are obviously far 
above or far below true values by 
saying that the amounts at which 
such ‘assets are stated represent 
“conventional” valuations. Such 
statements seem to involve a mis- 
conception of the nature of a bal- 
ance sheet. 


In an earlier age, when capital 
assets were inconsiderable and 
business units in general smaller 
and less complex than they are to- 
day, it was possible to value assets 
with comparative ease and accur- 
acy and to measure the progress 
made from year to year by annual 
valuations. With the growing 
mechanization of industry, and with 
corporate organizations becomin 
constantly larger, more completel 
integrated and more complex, this 
has become increasingly imprac- 
ticable. From an accounting stand- 
point, the distinguishing charac- 
teristic of business today is the 
extent to which expenditures are 
made in one period with the defi- 
nite purpose and expectation that 
they shall be the means of produc- 
ing prohts in the future. How such 
expenditures shall be dealt with 
in accounts is the central problem 
of accounting. How much of a 
given expenditure of the current 
or a past year shall be carried for- 
ward as an asset cannot possibly 
be determined by an exercise oi: 
judgment in the nature of a valua- 
tion. The task of appraisal would 
be too vast, and the variations in 
appraisal from year to year due to 
changes in price levels or changes 
in the mental attitude of the ap- 
praisers would in many cases be 
so great as to reduce all othicr ele- 
ments in the computations of the 
results of operations to relative 


or 
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insignificance. 
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Value Dependent on 
Earning Power 


Another paragraph that carries the 
thought somewhat further reads: 


It is apparent that the real value 
of the assets of any large business 
is dependent mainly on the earn- 
ing capacity of the enterprise. 
This fact is fairly generally recog- 
nized by intelligent investors as 
regards capital assets such as plant 
and machinery, but it is not equally 
generally recognized that it is true, 
though to a lesser extent, in re- 
spect of such assets as inventories 
and trade accounts receivable. 
Those, however, who have had ex- 
perience in liquidations and reor- 
ganizations, realize that in many 
industries it becomes impossible 
to realize inventories or accounts 
receivable at more than a fraction 
of their going-concern value, once 
the business has ceased to be a 
going concern. 


That was borne in on me thirty 
years ago when we were asked, in 
one of the offices of my firm, to take 
charge of the acccounting for the 
liquidation of a concern that had 
been in the auto parts business. I 
remember the surprise with which 
I saw the way customers either de- 
nied liability or claimed all kinds of 
allowances and alleged defects in the 
articles with which they had been 
charged prior to the announcement 
that the concern was going into 
liquidation. In many cases the ac- 
counts were not of a size to war- 
rant resort to legal measures for col- 
lection, and that bears out what I 
have just read, namely, that even 
receivables (the asset in the balance 
sheet that should be just about next 
to cash in its liquidity or realizabil- 
ity) are no longer realizable in full 
in the event of discontinuance of the 
cuterprise 

To continue with the quotation 
from the 1932 letter mentioned, 
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To attempt to arrive at the value 
of the assets of a business annually 
by an estimation of the earning 
capacity of the enterprise would 
be an impossible and unprofitable 
task. Any consideration of the ac- 
counts of a large business enter- 
prise of today must start from the 
premise that an annual valuation 
of the assets is neither practical 
nor desirable. 


Accounting Conventions 
or Principles 


Some method, however, has to 
be found by which the proportion 
of a given expenditure to be charged 
against the operations in a year, 
and the proportion to be carried 
forward, may be determined ; other- 
wise, it would be wholly impos- 
sible to present an annual income 
account. Out of this necessity has 
grown up a body of conventions, 
based partly on theoretical and 
partly on practical considerations, 
which form the basis for the de- 
termination of income and_ the 
preparation of balance sheets to- 
day. And while there is a fairly 
general agreement on certain broad 
principles to be followed in the 
formulation of conventional meth- 
ods of accounting, there remains 
room for differences in the appli- 
cation of those principles which 
affect the results reached in a very 
important degree. 

This may be made clearer by 
one or two illustrations. It is a 
generally accepted principle that 
plant value should -be charged 
against gross profits over the use- 
full life of the plant. But there is 
no agreement on the method of 
distribution. The straight-line 
method of providing for deprecia- 
tion which is most commonly em- 
ployed by industrial companies, 
the retirement-reserve method used 
by utilities [this was written back 
in 1932], the sinking-fund method, 
the combined maintenance-and- 
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depreciation method, and others, 
are supported by respectable ar- 
gument and by usage, and the 
charges against a particular year 
may vary a hundred per cent or 
more accordingly as one or the 
other permissible method is em- 
ployed. 

Again, the most commonly ac- 
cepted method of stating inven- 
tories is at cost or market, which- 
ever is lower; but within this rule 
widely different results may be de- 
rived, according to the detailed 
methods of its application. 

Most investors realize today that 
balance sheets and income account 
are largely the reflection of indi- 
vidual judgments, and that their 
value is therefore to a large extent 
dependent on the competence and 
honesty of the persons exercising 
the necessary judgment. The im- 
portance of method, and particu- 
larly of consistency of method from 
year to year, is by no means equally 
understood. 


Those of you who read account- 
ants’ certificates know that in the 
present day the accountant’s certi- 
ficate usually refers to the fact that 
the statements are based on—or pre- 
pared in conformity with—accepted 
accounting principles. The word 
“principles” there may be regarded 
as more or less synonymous with 
“conventions,” because it isn’t “prin- 
ciples” in the sense of a natural law 
or a scientific principle, such as a 
mathematical principle, that is meant 
but it is rather “principle” in the 
sense of a “general law or rule 
adopted as a guide to action; a set- 
tled ground or basis of conduct or 
practice” (quoting from a dictionary 
definition). The Committee on Ter- 
minology vf our Institute has also 
said that: “Initially, accounting 
rules are mere postulates derived 
from experience and reason. Only 
after they have proved useful, and 
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become generally accepted, do they 
g 5 I j 


become principles of accounting.” 


One of the conventions that has 
become most widely accepted and 
most widely used, nathely, that re- 
garded as underlying the general 
practice of inventory valuation—.e., 
cost-or-market-whichever-is-lower— 
is a good illustration of an account- 
ing convention or an accounting prin- 
ciple. Although that concept or 
principle or rule has been enunciated 
for a great many years, it has really 
been only during the past generation 
or so that it has become widely rec- 
ognized and generally accepted in 
business practice. 

I well remember the time in the 
-arly 1900’s when the average busi- 
nessman objected rather violently to 
writing his inventory down, because 
market values or market costs had 
fallen below what he had originally 
paid for stock on hand, but on the 
other hand giving no recognition to 
apparent appreciation in value when 
the price movement had been in the 
other direction. This is so because 
the concept of cost-or-market-which- 
ever-is-lower has grown out of long 
business experience and out of an 
element of conservatism that has de- 
veloped in business practice; in other 
words, it is a recognition of the fact 
that, on the one hand, it is not wise 
to “count your chickens before they’re 
hatched” but, on the other hand, well 
to anticipate or provide for potential 
losses. 

If, as I surmise, most of you men 
are lawyers in active practice, I 
imagine you have found in your ex- 
perience that many concerns have 
gone into bankruptcy where there 
was overoptimism as to the value of 
the assets of the concern, but there 
were very, very few cases in which 
a concern suffered by being con- 
servative in the view currently taken 
of its resources and its financial po- 
sition generally. 
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Definition of Balance Sheet 


In considering further a definition 
of the balance sheet, I should like to 
refer to one of the reports by the 
Terminology Committee of the Ameri- 
can Institute of Accountants. It was 
written in 1941, that is nine years 
closer to the present time than what 
[ have been reading from the 1932 
communication to the Stock Exchange : 


The terms “balance sheet,” “as- 
sets,” and “liabilities” are so close- 
ly related that the definitions of 
the three can best be considered 
together. Indeed, often a balance 
sheet is first defined as a statement 
of assets and liabilities (or of as- 
sets, liabilities and capital) and the 
definition of assets and liabilities 
then undertaken. This procedure, 
however, overlooks the fact in re- 
gard toa balance sheet emphasized 
in the report of the Committee on 
Terminology in 1931, that it is a 
summary of balances prepared 
from books of account kept by 
double-entry methods, while a 
statement of assets and liabilities 
may be prepared for an organiza- 
tion for which no such books are 
kept. The Committee deems it ad- 
visable to emphasize this distinc- 
tion in any definition. Moreover, 
“balances sheet” is a_ distinctly 
technical accounting term while 
“assets” and “liabilities” are less 
so. The Committee feels that 
“balance sheet” should be defined 
in terms of its accounting origin 
and that the relation thereto of 
assets and liabilities should be 
considered subsequently. 

Considered in this way a balance 
sheet may be defined as: 

“A tabular statement or sum- 
mary of balances (debit and 
credit) carried forward after an 
actual or constructive closing of 
books of account kept by double- 
entry methods, according to the 
rules or principles of account- 
ing. The items reflected on the 
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two sides of the balance sheet 

are commonly called assets and 

liabilities, respectively.” 

Accounting analysis frequently 
requires that two accounts be 
carried, with balances on opposite 
sides, in respect to the same thing 
(for example, a building account 
and a building-depreciation ac- 
count). In the balance sheet the 
net amount of such balances is 
usually though not invariably 
shown. 

A special case of this kind is 
presented by a corporation which 
has a deficit. Preferably such a 
deficit should be deducted from 
the credit side of the balance sheet 
but it is still common to show it 
on the debit side. This being so, 
a deficit necessarily appears as an 
exception in the definition of asset 
which follows. 

Those things which are reflected 
in the debit balances that are or 
would be properly carried forward 
are termed “assets,” and those re- 
flected in credit balances, “liabili- 
ties.” Hence the expression 
“statement of assets and _ liabili- 
ties” is frequently used as synony- 
mous with “balance sheet,” though 
as already pointed out not every 
statement of assets and liabilities 
is a balance sheet. 

Hence, also, “asset,” as used in 
balance sheet headings, may be re- 
garded as the name given to any- 
thing which is reflected as a debit 
balance that is or would be prop- 
erly carried forward upon a clos- 
ing of books of account kept by 
double-entry methods. Since such 
debit balances may _ represent 
either property rights acquired, 
or costs or expenses incurred, the 
word “asset” is not synonymous 
with or limited to property but in- 
cludes also that part of any cost or 
expense incurred which is properly 
carried forward upon a closing of 
books at a given date. The basis 
of such carrying forward is that 
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the balances represent either (a) 
property rights or values acquired 
or (b) expenditures that are either 
recoverable in or proper charges 
against the future. A definition of 
“asset” as used in balance sheets, 
which is consistent with the pro- 
posed definition of “balance sheet,” 
would be: 

“A thing represented by a 
debit balance (other than a defi- 
cit) that is or would be properly 
carried forward upon a closing 
of books of account kept by 
double-entry methods, accord- 
ing to the rules or principles of 
accounting.” 

In order to make the definition 
iformative, the following addition 
light be made: 

“The presumptive grounds 
for carrying the balance forward 
are that it represents either a 
property right or value acquired, 
or an expenditure made which 
has created a property right, or 
which is properly applicable to 
the future. Thus, plant, ac- 
counts receivable, inventory, 
and a deferred charge are all 
assets in balance sheet classifica- 
tion.” 

The last-named is not an asset 
in the popular sense, but if it may 
be carried forward as a proper 
charge against future income, then 
in an accounting sense—and 
particularly in a balance sheet 
classification—it is an asset. 

Similarly, in relation to a balance 
sheet, “liability” is: 
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“A thing represented by a 
credit balance that is or would 
be properly carried forward 
upon a closing of books of ac- 
count kept by double-entry 
methods, according to the rules 
or principles of accounting, pro- 
vided such credit balance is not 
in effect a negative balance ap- 
plicable to an asset. Thus the 
word is used broadly to com- 
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prise not only items which con- 
stitute liabilities in the popular 
sense of debts or obligations 
(including provision for those 
that are unascertained), but also 
credit balances to be accounted 
for which do not involve the 
debtor and creditor relation. 
For example, capital stock, de- 
ferred credits to income, and 
surplus are balance sheet lia- 
bilities in that they represent 
balances to be accounted for by 
the company; though these are 
not liabilities in the ordinary 
sense of debts owed to legal 
creditors.” 


In recent times there has been 
a disposition in uniform account- 
ing systems of regulatory, com- 
missions to adopt some such 
terms as “Assets and other debits” 
and “Liabilities and other credits” 
as the titles of the two sides of 
the balance sheet. When analyzed, 
these terms are scarcely more 
illuminating than the headings 
“Debits” and “Credits” unless a 
clear distinction is drawn between 
the items that are assets and 
those that are other debits, with 
a similar distinction on the liabil- 
ities side. This is not done—or, 
at least, not accurrately done—in 
such classifications. 





Going-concern Basis of 
Balance Sheet 


An important consideration when 
thinking of the significance of the 
balance sheet is its going-concern 
basis. No attempt is made in ordi- 
nary practice, when applying the 
principles or conventions of account- 
ing, to go beyond the going-concern 
concept for the balance sheet. In 
other words, no attempt is made to 
provide for liquidation losses which 
may well be incurred in substantial 
amount if the enterprise is wound 
up or discontinued. I have already 
referred to that in reading from 
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the 1932 letter of the Committee 
to the Stock Exchange, but I want 
to emphasize it again. 

Many years ago I wrote an article 
for The Journal of Accountancy under 
the title of “Deferred Charges to 
Operating.” I sought to develop the 
idea that, when you analyze the 
assets on a balance sheet and con- 
sider the basis on which they are 
stated, you find that the governing 
concept is primarily to determine in 
respect of each asset account what 
amount may properly be carried for- 
ward to future periods in the opera- 
tion of the business and to set up 
that amount as an asset in the bal- 
ance sheet. 

For example, in the case of inven- 
tories, that is the real purpose in 
choosing the basis on which the in- 
ventories are set forth in the balance 
sheet. I shall seek to develop that 
a little further as we go on, but I 
want at this time to refer to the fact 
that, in stating the inventory in the 
balance sheet, it isn’t necessarily 
what could be realized if the busi- 
ness were to be discontinued—more 
often it wouldn’t be that amount— 
but it is the amount that may properly 
be charged to the operations of suc- 
ceeding periods in the carrying on 
of the business. 

The same thing is true of a manu- 
facturing plant. The treatment of 
plant is one that rests on the con- 
cept of showing the investment in 
the plant and then spreading it over 
the period during which it is ex- 
pected to be useful to the enterprise. 
That is likewise true of various 
types of intangible assets —for 
instance, a patent. The patent may 
fluctuate considerably in value 
depending on circumstances, but 
usually the cost of it is spread 
over the life of the patent and the 
amount that appears in the balance 
sheet is that part of the cost which 
has not yet been charged off to 
the fiscal periods during which the 
enterprise has already owned it or 
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during the life that has already 


expired. 


Cost or Value? 


One of the questions that has 
been discussed many times with 
regard to balance sheets, and to 


which I have already alluded, is 
whether balance sheets shall reflect 
primarily cost or value (and I am 
using “value” here in the colloquial 
sense, that is, in the sense of current 
or realizable value rather than in 
the accounting sense to which | 
shall refer directly). If you analyze 
the balance sheet of the average 
concern that comes to your notice, 
and particularly a balance sheet that 
has been the subject of examination 
by accountants and on which they 
have expressed their opinion, you 
will find that pretty largely the 
balance sheet rests on cost, initially, 


and not on value in the sense of 
current or realizable value. This is 
because the balance sheet serves 


those purposes which we shall develop 
as we go along, and because an 
attempt to revalue property (more 
particularly the fixed assets) at 
annual or other frequent intervals 
would be simply a guess that would 
have little value or useful purpose; 
the use of and the 
gradual absorption thereof in suc- 
cessive income statements of the 
owning concern has, through long 
experience, been established as the 
practical basis for the balance sheet. 
In other words, if the balance sheet 
is on a going-concern basis, then the 
various assets should appear in the 
balance sheet as such amounts as 
may be regarded as applicable to 
future periods of operation. 

There may come a time, however, 
when has been left so far 
behind, or circumstances have so 
radically changed, that it has lost 
the significance it would ordinarily 
have for balance sheet and income 
statement purposes. That is the 
time when either a reorganization 


1 
whereas cost 


cost 


$22 


or a quasi-reorganization may be 
resorted to. That is particularly 
true of concerns like railroads and 
other public utilities, but it is also 
true of industrial enterprises where 
the situation may become such that 
it is no longer realistic to go along 
on the basis of original cost less 
depreciation in the case of the 
property assets. In such case there 
is, In a sense, a stock-taking and a 
determination of what appears to be 
a fair value as a new start for the 
enterprise. 

This has been. done in the case 
of quite a number of our railroads 
during the past decade, just as it 
was about fifty years ago when so 
many of the railroads went through 
receivership. Conditions had become 
such that realism called for a new 
start with a valuation, according to 
the best estimate and judgment that 
could be expressed, of the assets or 
property which the corporation still 
had, together with such modification 
of its capital structure, as seemed 
correspondingly necessary or justified. 
Thus, a new balance sheet results, 
such as a corporation might set up, 
for example, when at organization 
it is taking over a partnership or 
a sole proprietorship and evaluates 
the assets acquired and the liabilities 
assumed, and records the capital 
structure which is created for the 
purpose of carrying on in corporate 
form. 

[ should like to touch now on the 
term ‘“‘value” as used in accounting, 
because it has a specialized sense 
that ought always to be kept in 
mind, and we shall also have that 
in our thought when we get to the 
question, What is book value? 
Certainly that doesn’t mean value 
in the ordinary or colloquial sense 
of that term. 

Again quoting from the Commit- 
tee on Terminology of the American 
Institute of Accountants on “Value 
and its Derivatives,” 
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Mr. Justice Brandeis has said 
and Professor Bonbright, in Val- 
uation of Property, has proved, 
that “value” is a word of many 
meanings. In the first place, just 
as beauty lies in the eye of the 
beholder, so worth lies in the mind 
of the appraiser. There is often 
no unique standard of worth which 
is both realistic and objective. 
The fact that there are different 
criteria of worth is_ strikingly 
illustrated in the Supreme Court 
decisions which have applied 
different methods of determining 
value in connection with the 
regulation, taxation, and reorgan- 
ization of railroads, respectively. 
But apart from the difficulty of 
measuring “value” when the word 
is used to connote “worth,” it is 
evident that in the literature of 
business, economics, and account- 
ing, “value” is used in varying 
significances, not all of which 
have any definite connotation of 
worth. The word should, there- 
fore, seldom if ever be used by 
accountanis without a qualifying 
adjective. The word is, in fact, 
commonly employed in accounting 
to describe the figure at which 
an asset or liability is carried, 
even though the amount may be 
determined by a process which 
is not one of valuation in any 
ordinary sense. 

Since accounting is predomi- 
nantly based upon cost, the proper 
uses of the word “value” in ac- 
counting are largely restricted to 
the statement of items at cost, 
or at modifications of cost. In ae- 
counting, the term “market value” 
is used in senses differing some- 
what from those attaching to the 
expression in law. As _ applied 
to securities it means a sum 
computed on the assumption that 
value is measurable by market 
quotations; as applied to inven- 
tories it is a constructive market 
value compiled from a variety of 
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considerations, including market 
quotations, cost of replacement, 
and probable sales price. In the 
case of so-called “fixed assets” the 
value shown in accounts is the 
balance of their cost after deduct- 
ing recorded depreciation. Thus 
the following definition would seem 
to be appropriate: 

“Value” as used in accounts 
signifies the amount at which an 
item is stated, in accordance with 
the accounting rules or principles 
relating to that item. Generally 
book or balance-sheet values (using 
the word “value” in this sense) 
represent cost to the accounting 
unit or some modification thereof; 
but sometimes they are determined 
in other ways, as for instance on 
the basis of market values or 
cost of replacement, in which cases 
the basis should be indicated in 
financial statements. 

In thus emphasizing the fact 
that accounting values are pre- 
dominantly costs, the Committee 
would like to make clear its view 
that costs are in general much 
more real and much more sig- 
nificant to those who use accounts, 
than values in the general meaning 
of that word. The recognition by 
The Supreme Court in recent 
decisions of the crucial importance 
of expectations for the always 
uncertain future as a factor in the 
determination of value confirms 
the wisdom of the complete rejec- 
tion in accounting of the “worth” 
basis for the statement of assets 
not intended to be sold within any 
foreseeable future, such as fixed 
assets. 


Before leaving the subject of 
value, I wish to emphasize what 
has already been implied in some 
of what I have read or said, namely, 
that value, in the ordinary or eco- 
nomic sense of the word, is dependent 
upon earnings in the case of most 
business enterprises, whether they 
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are public utilities, industrial en- 
terprises or even mercantile enter- 
prises. It is particularly true of 
plant assets and of intangible fixed 
assets. 

This is well illustrated by the fact 
that it is very seldom that the 
quotation for a listed stock is the 
same as the value shown for a share 
of the stock on the books of the 
enterprise whose stock is listed on 
the stock exchange.* 

An illustration that I have never 
forgotten of how dependent value 
is on earnings (of course it is true 
generally of business enterprises, 
but this one has particularly remained 
in my mind) is that of a railroad 
which has several times gone through 
reorganization. In the early 1900's 
the Chicago, Milwaukee & St. Paul 
Railroad ran from Chicago to St. 
Paul and perhaps as far as Omaha. 
It enjoyed a good investment stand- 
ing—its bonds particularly enjoyed 
a high rating, as I recall it—and the 
road was highly regarded both as a 
well-situated property and are finan- 
cially sound. Somebody got the inspira- 
tion that it ought to become a trans- 
continental road, so it was extended to 
the Pacific Coast. It went through a 
lot of new territory and I am under 
the impression that at one time 
prior to World War I it didn’t fully 
meet even its operating expenses. 
The road was a fine accomplishment 
so far as engineering and every 
aspect of its physical and operating 
planning was concerned, but, not 
being able to earn its fixed charges, 
it landed in receivership. 

I recall that one, if not more, 
eminent engineering firms made a 
study of the road for the receivers, 
and made a favorable report so far 
as concerned the physical property 


and its engineering aspects. It was 
probably the best constructed of 
all the transcontinental roads at 
that time, but that didn’t overcome 
the fact that its actual value was 
measured by the practical test of 
what it could earn, and on that basis 
its value was far below the cost 
of constructing and equipping the 
road. So it went through reorgani- 
zation and its securities were scaled 
down and a new start was made. 
It was a concrete demonstration that 
value finally is dependent upon what 
return can be earned on property 
rather than on its cost. 


Varying Bases for Stating 
Balance Sheet Items: 


I should like now to get just a 
little closer to grips with the various 
classes of items in the balance sheet 
for the purpose of indicating that 
there are varying methods of stating 
the different classes of assets in the 
balance sheet. That may seem con- 
fusing at first. It is important to 
bear in mind, when thinking of 
what book value may be, that the 
only basis on which you can really 
justify it, or account for it, is the 
fact that, primarily, we have cost 
as the basis and then modifications 
from that point on for special cir- 
cumstances or because of the special 
nature of the various classes of 


assets. 


Assets 


The average balance sheet of, say, 
an industrial concern includes the 
following major classifications of 
assets (taking them in order of 
realizability or of current status): 

Cash 


* A specialized exception to the general rule that corporations do not attempt to give 
effect to current values in their financial statements is that of investment companies (the 


so-called “investment trusts’’). 


Either in the formulation of the balance sheets of such 


companies, or by parenthetical information given therein, recognition is given to quoted 
values of their principal asset, viz., securities owned, and the resulting net asset value per 


share of outstanding capital stock is stated. 


424 


August 





reve ee FF 


rFmrenlly ~ 


h 


“— 





The Significance of the Balance Sheet—What is Book Value? 


Marketable securities (if any) 
Receivables (notes and accounts ) 
Inventories 
Fixed assets of a tangible nature, 
such as land, mineral deposits, 
timber lands, buildings, ma- 
chinery, and other plant items 

Other securities (of affilliated 
companies or for other reasons 
not readily marketable) 

Intangible assets, such as patents, 
trade marks and trade brands, 
goodwill, etc. 

Deferred charges, either prepaid 
expenses, such as rent or 
insurance, or such deferred 
charges as bond discount and 
expense, etc. 


Cash: The cash item speaks for 
itself. Ordinarily it is considered 
as representing that many dollars- 
and-cents of bank balances and cash 
on hand. We had one unfortunate 
period within the last decade-and-a- 
half when one did look with an 
inquiring eye upon the cash item in 
a balance sheet, because if it was 
considerable you wondered how the 
banks stood in relation to the 
demands which might be made upon 
them by their depositors. Fortu- 
nately, at the present time there 
doesn’t seem to be any reason to 
raise that question in the case of 
the ordinary balance sheet. 

Marketable Securities: When mar- 
ketable securities (which may be 
regarded as in large measure the 
equivalent of cash) are held by an 
industrial concern, in theory they 
are carried in the balance sheet in 
the same manner as_ inventories, 
viz., at cost or market, whichever 
is lower, the market amount being 
based on stock exchange or over- 
the-counter quotations. However, 
since market quotations continually 
fluctuate, it is not unusual to carry 
marketable securities at cost (with 
a parenthetical note of their current 
quoted value), particularly if they 
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do not constitute an item of out- 
standing amount in the balance sheet 
and any decline in quoted value is 
not unduly large. 


Receivables: These are about the 
next thing to cash, and the only 
consideration is whether many of 
the debtors of the customers are in 
a financial position that makes it 
doubtful whether the full amounts 
owing by them will be collected. 

There are at least two different 
ways of making provision against 
that contingency. One is the older 
method of going through the ac- 
counts and attempting to evaluate 
them individually from the stand- 
point of whether or not they are 
likely to be collected in full, depend- 
ence being had upon the knowledge 
of the credit man and the efforts 
that have been made to secure 
collection, etc. The other way is 
one that has been adopted in more 
recent times by many larger concerns 
and one now recognized in the 
Internal Revenue Code, that is, of 
setting up a provision for losses on 
accounts receivable (and notes, as 
well) based on crediting to a reserve 
for bad debts a percentage of sales 
(based on experience) and charging 
thereagainst any losses sustained by 
reason of accounts or notes proving 
to be uncollectible. 

There are a few industries where 
losses on receivables are so small as 
to be negligible, but most concerns 
have to reckon with the bad debt 
factor to some extent. In the light 
of experience the provision of a 
reserve for bad debts is regarded 
today as better practice than simply 
attempting to ear-mark the accounts 
that may be believed to be not 
collectible in full. After all, every 
account at some time or other was 
recent, and apparently good, and, for 
that reason, the reserve method 
seems preferable to the other. 

In some industries the bad debt 
factor is much larger than in others, 
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for instance, in instalment selling 
where the loss on receivables may 
average as much as 10 per cent and 
where ordinary collection methods 
represent a very substantial cost. 
There the provision has to be sub- 
stantial, and the receivables are by 
no means the equivalent of cash. 
As a matter of fact, in the case of 
instalment houses, there is another 
factor, namely, the discount factor 
because of the long credit terms 
extended to customers, which should 
receive consideration if one wished 
to go the limit in making provision 
for every contingency. In practice, 
however, this factor seldom receives 
recognition in a balance sheet. 


Inventories: When we come to 
inventories, we are getting still 
further away from the cash equiva- 
lent. I have already referred to the 
general basis of valuing inventories 
—using the word “valuing” in the 
accounting, rather than colloquial, 
sense—and stated that the valuation 
is based on determining, primarily, 
what is a fair charge to the suceeding 
fiscal or operating period for the 
inventory at the end of a fiscal period. 
The basic concept of valuing the 
inventory is something akin to say- 
ing, “If we were replacing this 
inventory today (the end of the 
period or the beginning of the follow- 
ing period), what would it cost us?” 
on the theory that it is fair to charge 
a succeeding period no more than 
the management would have to 
pay in purchasing the materials or 
producing the finished goods con- 
stituting the inventory in order to 
carry on the business in such suc- 
ceeding period. 

That raises a good many questions 
of detail and of varying applications 
of the general principle. For in- 
stance, what is cost? That sounds 
like a simple question to which the 
natural answer is what one pays for 
an article. But when you have 
accumulated a lot of materials 
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bought at different times at a variety 
of prices, how are you going to 
charge those used against the opera- 
tions of the period? In some busi- 
nesses it is feasible to make a charge 
for the specific lots of materials that 
are used in manufacture or for the 
articles which are sold. For instance, 
a diamond concern can usually pick 
out the cost for a particular diamond 
that it is selling. It does run into 
a little complication when it cuts 
up diamonds, but even there the 
cost can usually be allocated because 
ordinarily only very large diamonds 
are cut up and the costs can be 
kept on a basis of the resulting 
divisions of the originally larger 
diamonds. Another type of business 
where specific costs can be generally 
applied is contract work where 
orders are taken before there is 
actual manufacture, in other words, 
made-to-order goods. There the 
materials can usually be charged to 
the cost of the finished product on 
the basis of specific lots of materials, 
but in the*great majority of indus- 
trial concerns, that is hardly the 
feasible thing to do. 


In practice, the methods most used 
are: (a) average cost, (b) first-in, 
first-out, and (c) last-in, first-out. 
All three of these methods are based 
on assumptions which are rarely in 
precise accord with the physical 
movement of materials going into 
productive processes of merchandise 
which is taken from stock to fill 
sales orders. On an over-all basis, 
however, they afford a practical 
means of determining costs of pro- 
duction and sales and of valuing 
inventory for the balance sheet 
which produces reasonable results. 

When considering the difference 
between “‘first-in, first-out” and 
“last-in, first-out,” we encounter a 
development that grew out of World 
War I and became very much the 
subject of consideration and of ac- 
tual application early during World 
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War II. With the quickness of the 
American to develop slogans, “first- 
on, first-out” has become known as 
Firo and “‘last-in, first-out’ as Liro. 

World War I taught a bitter 
lesson to many concerns through 
the disappearance after the war of 


the profits which they thought had. 


been made during the war. During 
that war prices rose, as you remem- 
ber, to great heights. 3usiness 
concerns were showing extraordi- 
narily large profits because it was 
a seller's market. They had goods 
which had been bought at pre-war 
prices and they were selling them 
at the seller’s market level. But, 
coincident with the selling of those 
goods acquired at low prices, came 
a necessary acquisition of goods to 
replace those sold. 

Let’s for the moment consider a 
mercantile concern. It had to make 
the replacement at higher prices. If 
it put the replacement purchases into 
the inventory at the higher price, 
it meant that the inventory level of 
prices for the same quantity of goods 
was constantly rising, coincident 
with a showing of handsome profits 
on the sales. In 1920, you remember, 
came a terrific drop in the price level, 
and a great many concerns in that 
year had to write off large inventory 
losses because of the market having 
drdpped so far below the replace- 
ment prices at which they had been 
buying goods in the year or two 
preceding. That caused many people 
—and accountants, especially—to 
wonder whether there wasn’t a bet- 
ter procedure possible than showing 
abnormal profits, only to see a 
substantial portion of them vanish 
again when there was something 
approaching a return to normalcy 
and the seller’s market no longer 
existed. 

In the interim between World 
War I and World War II the quest 
for an answer to this query crystal- 
lized in the thought that there ought 
to be a closer relationship—or closer 
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“relativity,” to use Professor Ein- 
steins’s term—between the selling 
price used on the one side of the 
income statement and the cost 
charged thereagainst on the other, 
and that such relativity would be 
more realistically set forth if you 
matched against the sales price the 
cost of the goods that had to be 
bought (or produced) to replace 
those that were being sold. Thus 
developed the concept of “last-in, 
first-out,” instead of “first-in, first- 
out” which had been the more 
general practice theretofore followed. 

During World War II a number 
of concerns have switched over 
to the last-in, first-out inventory 
method because it meant that they 
showed a lesser amount of taxable 
income by excluding therefrom 
profits which, judging from the 
experience of World War I and 
the postwar period immediately 
following, might prove _ illusory. 
Incidentally, that was an important 
consideration in reviewing the ex- 
perience of World War I, namely, 
that of having paid high taxes on 
the apparent profits realized and 
seeing those profits vanish in a later 
period of losses, when losses.could 
not be carried either back or forward. 

So we have today a number of 
business concerns that state their 
inventories on the last-in, first-out 
basis, which is usually on a lower 
price level than where the first-in, 
first-out method has been followed 
for the determination of cost. 

We next come to the question of 
what is “market.” Many people 
think “market” means what you can 
get for a thing, but that isn’t the 
accounting concept of market when 
applied to inventories. It is rather 
market in the sense of what you 
would have to pay in the market if 
you replaced the inventory that you 
had on hand at the close of the latest 
fiscal period, whether it be raw 
materials or whether it be finished 
goods. You might not be able to 
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buy the finished goods in that state, 
but you could compute the cost of 
what would be entailed in replacing 
them by taking ruling rates of ma- 
terial costs and labor costs and 
normal overhead. This would apply 
also to that part of the inventory 
that represents goods-in-process. 

I mention these details in regard 
to the inventories to indicate again 
that, in considering the balance 
sheet, you have a good many varia- 
tions of value, so-called, with regard 
to the different assets. 


Fixed Assets: Land (as distin- 
euished from minerals in it or timber 
on it) is most often carried from 
period to period at what it cost, 
without any allowance for depre- 
ciation. Ordinarily we think of land, 
whether used for manufacturing or 
for agricultural purposes, as not 
being a depreciable item; certainly 
the Treasury thinks so. However, 
the point has been made by some of 
the cotton growers in the South 
that they are exhausting -their land 
from one period to another, and 
they ought to be allowed a deduction 
for depletion of the land because of 
exhaustion of agricultural mineral 
content and resultant reduction of 
successive crops of cotton; just as 
a mining concern is exhausting the 
content of its land holdings when 
it is taking ore out of the ground. 
If he is a wise cotton grower he is 
putting fertilizer back on the land, 
and is allowed a deduction for his 
fertilizer, so you get into rather an 
argumentative subject there. 

Mineral deposits are a different 
proposition because there, obviously, 
with every unit of mineral taken 
out of the ground, you are depleting 
and exhausting the asset that in- 
volved a certain cost. 

Broadly, the same consideration 
applies to timber lands, although 
there you do have the possibility 
of reforestation, for which you have 
nothing comparable in the case of 
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mineral deposits. However, refor- 
estation is a long, long project as 
compared with cutting down stand- 
ing timber. 


Buildings are often not as much 
limited by physical life as they 
are by the factor of obsolescence. 
Buildings in downtown New York 
which are 50 years old have suffered 
very much from the obsolescence 
factor, though the physical chances 
are that they would stand another 
50 or 100 years, or even longer, with 
adequate maintenance. The factor 
of useful life, as distinguished from 
mere physical life, needs to be 
emphasized. 


Machinery and similar plant items, 
which involve a broad principle of 
depreciation, are treated on the same 
basis as buildings for balance sheet 
purposes. All those assets subject 
to depreciation and depletion through 
operation or lapse of time exemplify 
the concept that I read from the 
letter of the Institute Committee to 
the Stock Exchange in 1932, namely, 
that the basic problem in stating 
both balance sheet and income state- 
ment is’ that of determining a fair 
allocation among successive fiscal 
periods of the costs of the various 
kinds of property that are either the 
subject of manufacture or are used 
in the process of manufacture, 
whether you are talking about in- 
ventories or whether you are talking 
about so-called fixed assets. 


Intangibles: When you get into 
intangible assets you have an in- 
teresting subject with specialized 
aspects. The Securities & Exchange 
Commission has been giving it some 
attention, and, interestingly enough, 
seems inclined to go to the extreme 
of an ultra-conservative balance 
sheet in considering the accounting 
treatment of this class of assets. 
Members of the Commission’s staff, 
in the case of trade brands and 
goodwill for instance, seem desirous 
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of encouraging the writing off of 
such intangible assets, regardless 
of the fact they may in fact be 
becoming more and more valuable. 

Take, for instance, a cigarette- 
making concern which has been in 
business many years and _ spends 
many millions of dollars a year for 
enhancing the potential earning 
power of the intangible assets rep- 
resented by its trade brands, all of 
such expenditure being absorbed in 
the income statement from year to 
year. Nevertheless, judging from 
what members of the Commission's 
staff have been saying in the last 
year or two, they would like to see 
the income statement charged not 
only with the maintenance of the 
asset value but with an amount to 
amortize the asset itself. This seems 
to be going to an uncalled for 
extreme. 

Deferred Charges: This class of 
asset may be made up of many 
different items. A prepaid expense 
has been incurred when rental has 
been paid for the first three months 
of the next year. Obviously, that 
is an expense applicable to the 
succeeding period which ought to be 
carried forward, at least as a nominal 
asset, in the balance sheet. Then 
vou have such a deferred charge as 
bond discount, where a bond issue 
has been sold to the public which 
runs for, say, thirty years, and it 
is sold at 90 or 95. That discount 
really applies to the whole period 
of thirty years as a part of the cost 
of the use of borrowed capital during 
that time. The discount might be 
allocated on a mathematical basis, 
so that you have the effective rate of 
interest reflected in the combined 
charge to the income account for 
interest and discount. As a matter 
of convenience, however, it is usually 
allocated evenly over the period with 
appropriate adjustments for bonds 
reacquired. 


Revaluation: Reference has al- 
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ready been made to variations in 
methods of allowing for depreciation 
of fixed assets. The question may 
be raised, with regard to that class 
of assets, whether revaluation is 
ever justified, either upward or 
downward. We have seen both, in 
the last two decades, in a great many 
industrials and utilities. During the 
1920’s a great many enterprises had 
appraisals made and, with a marked 
rise in the price level over what 
it had been prior to World War I, 
wrote up their property accounts 
accordingly. During the early 
1930's, many industrial concerns 
wrote down their property accounts, 
presumably because of a fall in the 
price level and the consequent re- 
duction in the charge for depreci- 
ation that would need to be made 
to operations during the depression 
period, when operating results were 
otherwise already on a very lean 
basis. 

There are special cases, undoubt- 
edly, where revaluation even upward 
may be justified. Let’s take a 
mineral property, undeveloped on 
being acquired, where a rich vein 
of ore has been discovered. Here 
is a case where, obviously, there 
may be justification for writing up 
the asset to its apparently demon- 
strated present value. This is the 
exception, however, that proves the 
general rule, because in the case of 
the ordinary industrial property I 
think experience indicates that it is 
rarely that revaluation upward is 
justified. When it is done, because 
of special circumstances, subsequent 
depreciation charges ought to be 
based on the written-up value, since 
there is practically a representation 
to creditors, or even to stockholders, 
that a capital asset of greater value 
than its original cost is being used 
in the business, and hence the oper- 
ations ought to be charged with 
depreciation on that increased value. 

By and large, the experience of 
accountants. (and I think the ex- 
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perience of businessmen in the last 
two decades has emphasized it) has 
been that revaluations upward are 
usually unwise and most often un- 
warranted by the circumstances, 
especially when consideration is 
given to the long pull. 
Liabilities 

When we get to the other side 
of the balance sheet, there isn’t 
the same need for differing bases of 
valuation or statement that we found 
among the various classes of assets 
that | have mentioned. You have 
your current liabilities and your 
long-term liabilities, which are ex- 
pressed in the amounts eventually 
payable. Some of our college pro- 
fessors in accounting have argued 
for showing the long-term debt on 
the basis of the amount that was 
actually received for bonds out- 
standing, if sold at a discount, and 
gradually stepping up the liability 
as it comes closer and closer to 
maturity. That hasn’t seemed real- 
istic to most practicing accountants, 
and in practice that phase of the 
situation seems to be adequately 
taken care of if the discount is 
carried among the deferred charges 
on the debit side of the balance sheet 
and amortized over the fiscal periods 
to which it applies. 


Contingent Liabilities 

A difficult question in the case of 
some balance sheets is that of re- 
flecting contingent liabilities: Con- 
tingencies are inherent in all of 
human life and experience, and con- 
tingent liabilities are one of the 
things to be constantly encountered 
and wrestled with by the business 
man and the accountant. They are 
found more in some cases* than in 
others. Some concerns seem to be 
like some human beings: they seem 
to be the beneficiaries of hard luck 
more than others. Some concerns 
have a way of running into infringe- 
ment suits on patents with litigation 
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that stretches out over the years, 
accompanied by the uncertainty of 
what the final outcome may be. 
Will they eventually have to make 
a large payment in an infringement 
suit, thus divesting themselves of 
the profits they thought they had 
made on the product they produced 
and which in the infringement suit 
it is claimed never was theirs to 
make? Renegotiation of profits 
during the war period is another 
of these contingencies that raises 
many questions. 

There are many other types of 
contingencies which may or may 
not eventually require substantial 
expenditure. In many cases the 
contingency is so indeterminable 
that it isn’t feasible to set up a 
definite amount as a recognized lia- 
bility to provide for the amount that 
may have to be paid when the 
contingency is finally resolved. This 
has been true in a great many tax 
cases because of the far-fetched 
claims that many revenue agents 
have made, sometimes running into 
fantastic amounts, with the Com- 
missioner of Internal Revenue con- 
sequently alleging a deficiency 
which it may take some years to 
resolve. In many such cases, the 
best that can be done is to disclose, 
as best may be, the nature of the 
contingency, perhaps the amount 
which the contingency involves, and 
leave it to the reader’s judgment as 
to what may be the ultimate effect. 
Because contingencies are frequently 
disclosed in footnotes—even if not 
in dollar amounts—it is important 
to read such notes for a full under- 
standing of a balance sheet. 


Reserves 

The word “reserve” has _ been 
loosely and widely used in balance 
sheets, with the result that there 
are many categories of reserves. 
First, there is the valuation type 
of reserve, as for example that for 
depreciation to which I have already 
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referred. Here the normal practice 
has become that of showing the 
reserve as an application to, or 
deduction from, the cost of the asset. 
The result is to show that portion 
of the investment in the fixed asset 
which is being carried forward as a 
charge against the future operations 
which will presumably get the bene- 
fit of the remaining use of the asset. 

We have so-called reserves for 
liabilities, such as taxes. They are 
called reserves more because there 
hasn't yet been a final determination 
of what the precise payment may 
have to be when the liability is 
entirely cleared than because they 
are a true reserve. 

Then we get into that very nebu- 
lous realm of reserves that may be 
anything from a provision for a 
contingency that is presently inde- 
terminable to a general reserve for 
contingencies that is in reality a 
segregation of surplus. 

There is a class of so-called re- 
serves that represents segregated or 
appropriated surplus. This is the 
case where, under the terms of an 
indenture, say, for a preferred stock 
sinking fund, a certain proportion 
of the earnings is required to be set 
aside for the purpose of providing 
for the purchase of preferred stock 
through the sinking fund and where 
the object, whether expressed or not, 
is in substance the gradual replace- 
ment through earnings retained in 
the business of the capital that was 
originally acquired through the is- 
suance of such preferred stock. 


Proprietorship Section of 

Balance Sheet 

Capital Stock: In the case of a 
corporation, proprietorship — starts 
with the capital stock, which may 
be of a number of classes with 
varying rights and preferences, the 
par or stated (declared) value of 
which may be different from the 
amount that was actually paid in 
for a given class of stock. Under 
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present practice capital stock is 
shown in the balance sheet at par 
or stated value, any excess payment 
for the stock being credited to 
Capital Surplus (also termed Paid-in 
Surplus). When cumulative divi- 
dends are in arrears on any class of 
preferred stock, that fact is disclosed 
in a note on the balance sheet as 
such dividends do not constitute an 
actual liability until declared pay- 
able by the board of directors. 

Capital Surplus is the next subdivi- 
sion of the proprietorship section of 
a corporate balance sheet. This ac- 
count has been the cause of many 
“headaches” in recent years and the 
SEC has struggled with it. Capital 
surplus is a term which our Insti- 
tute Committee on Accounting Pro- 
cedure has been studying with the 
thought that perhaps a better account- 
ing treatment of it could be found. 
One suggestion which has received 
consideration (and I think we might 
have gotten to some definite result 
by this time if the war had not direc- 
ted everybody’s attention to other 
things) has been to drop entirely the 
use of the term “capital surplus” and 
use the term “capital,” which would 
be the actual capital paid in, and 
the statutory capital (whether of par 
or declared value) would be stated 
simply as a memorandum on the 
balance sheet. 


Earned Surplus: 1 don’t know how 
many of you gentlemen, in your law 
practice, have had to deal with the 
question: What is earned surplus? 
A definition suggested by the Ameri- 
can Institute Committee on Termi- 
nology is as follows: 

Ikarned surplus is the balance of 

net profits, income and gains of a 

corporation from the date of in- 

corporation (or from the date when 

a deficit was absorbed by a charge 

against the capital surplus created 

by a reduction of the par or stated 
value of the capital stock or other- 
wise) after deducting losses and 
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after deducting distributions to 

stockholders and transfers to capi- 

tal stock accounts when made out 

of such surplus. 

In other words, it represents accu- 
mulated or undivided profits. 


Conclusions Regarding 

Significance of Balance Sheet 

I should like at this point to lead 
up to some conclusions and see whether 
you agree with me as to some of 
the purposes the balance sheet may 
serve, and thus develop what the 
significance of a balance sheet may be. 

In the first place, I suggest that a 
purpose which the balance sheet 
serves is the general indication of 
solvency, on a going-concern basis. 
That has ordinarily to do with, or 
may be deduced primarily from, the 
current assets (the several classes 
and the respective amounts thereof 
being stated and having in mind that 
they are more nearly intended to rep- 
resent some approach to current value 
than what is true of the fixed assets) 
and the current liabilities payable 
from such resources in determining 
whether or not the concern is in a 
comfortable financial position with 
respect to meeting its current or 
short-term obligations. 

With respect to long-term debt, 
the balance sheet cannot usually give 
by itself, any very definite irfdication 
of the concern’s ability to meet that 
debt. Here recourse must be had 
also to the income statement, or a 
series of annual income statements, 
to determine whether or not the 
earning performance of the company 
is such that the fixed charges are 
being currently met (preferably with 
a margin) and that, taking into ac- 
count what may be foreseeable by 
the management, the earning power 
is such that, if the debt cannot be 
wholly met out of earnings by instal- 
ment payments, then refinancing is 
feasible because the earnings are 
such that investors would be inter- 
ested in either purchasing bonds or 
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some class of stock of the concern 
and thus permit of refinancing as the 
long-term debt falls due. 

Then, secondly, the balance sheet 
is a presentation of the present status 
of the proprietots’ investment—and 
I am thinking of the proprietors as 
the stockholders in the case of a cor- 
poration. I mentioned earlier that, 
taken in a condensed fashion, the 
capital paid in, minus any capital 
returned to the stockholders through 
liquidating dividends or reduction in 
capital, plus accumulated profits and 
minus any losses, represents or is 
equal to the net assets. The kind 
of assets that the corporation has 
and the liabilities it must meet rep- 
resent the status of the stockholders’ 
investment in the company as it has 
been affected by the operations car- 
ried on since the founding of the 
enterprise. 

Thirdly, the balance sheet serves 
a useful purpose as a kind of liaison 
between successive income state- 
ments. Today the emphasis in the 
case of financial statements has swung 
to the income statement as contrasted 
with the emphasis that was placed 
on the balance sheet in the days when 
its primary use was for the securing 
of credit. Today, on the stock ex- 
change it is the earnings which are 
being periodically reported by cor- 
porations that have the greatest in- 
fluence upon the movements of prices 
for particular stocks, and the bal- 
ance sheet serves as a liaison, or 
tying-in-together, of the earnings 
statements; so that, for example, in 
the earning statement we may see 
a relative charge for depreciation in 
the case of the asset that appears on 
the balance sheet, and any adjust- 
ments that may be required from 
period to period, or that are occur- 
ring in the case of the various assets 
or even sometimes in the liabilities, 
will, to the extent required, find their 
reflection in the income statement. 

A fourth use of the balance sheet 
—through the comparison of bal- 
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ance sheets from one period to an- 
other and noting the changes that 
occur in the various assets and lia- 
bilities—is the data it furnishes (or, 
at least, permits of securing) for 
tracing what has become of reported 
earnings -The changes in balance 
sheet items are sometimes more sig- 
nificant than the items themselves. 

From what has been said in dis- 
cussing the balance sheet and some 
of the purposes it serves, it is evident 
that its significance should not be 
overstressed. It is an important finan- 
cial statement, but it reflects only 
one phase of a corporation’s finances 
and operations, and the very fact that 
there are different bases for reflect- 
ing in it different classes of assets 
makes it necessary that the reader 
should constantly bear in mind the 
natural limitations on its significance. 


What is Book Value? 


ty 


Book value’ may be _ consid- 
ered in two senses: (1) the amount 
at which a particular asset may be 
carried on the books and consequently 
on the balancessheet of the owning 
concern, and (2) the amount of net 
assets applicable to each share of a 
given class of capital stock as com- 
puted from the face of the books 
(or more conveniently from the bal- 
ance sheet) of the issuing company. 

In both cases it must be under- 
stood that the word “value” is being 
used in a technical sense and not in 
the sense of actual or present worth. 
It is a term of convenience and the 
possibility of its conveying a wrong 
connotation, even with the caution 
of the accompanying word “hook,” 
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has led some accountants to use the 
term “book amount” in place of 
“book value” when referring to the 
amount at which a particular asset 
is carried on the books of the own- 
ing corporation. 

If you want to determine the book 
value of a stock, assuming there is 
only one class outstanding, you di- 
vide the aggregate of capital stock 
and surplus (both capital and earned 
surplus) by the number of outstand- 
ing shares. If, however, you have 
several classes of stock, you must 
first deduct from the aggregate capi- 
tal stock and surplus the preferences 
of any preferred stocks, and then 
divide the amount remaining for the 
common by the number of common 
shares outstanding. 

Having in mind what has already 
been said as to the nature of the 
balance sheet, and the varying bases 
of stating the different classes of 
assets in the balance, it is obvious 
that the “book value” of a share of 
stock has decided limitations. The 
actual value of a share of stock is 
dependent on the earning power un- 
derlying it. 

It is therefore obvious that book 
value is, after all, not a conclusive 
value for any stock. I referred ear- 
lier to the fact that very seldom is 
the quoted price for a stock the same 
as the book value. Book value has 
only a very general usefulness, and 
one that can never be conclusive or 
significant in itself. It has to be 
considered in connection with earn- 
ings, prospects of the business and 
any other factors that influence earn- 
ing power. 








Valuation of Business Entities Through 


Use of Accounting Data 


By Epwarp A. Kracke, C.P.A. 


AY SUBJECT as broad as that of 
value and valuation is inevita- 
bly replete with possibilities that those 
engaging in its consideration may 
become lost in a “woods of words.” 
When, for example, two such closely 
akin terms as “price” and “worth” 
can beget such poles-apart deriva- 
tives as “priceless” on the one hand 
and “worthless” on the other, with a 
range all the way from infinity to 
zero, it is easy to realize the possi- 
bility of misunderstanding. But if 
the present discussion is to have use- 
fulness for lawyers attempting to 
understand accounting statements, 
it must be held rigidly to practicali- 
ties, devoid of metaphysical abstrac- 
tions; such a practical “chart and 
compass” will, therefore, guide the 
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course of these remarks. For the bene- 
fit of those who may wish to pur- 
sue the subject into the field of its 
theoretical considerations—its whys 
and wherefores—the excellent work 
of Professor Bonbright of Columbia 
University, entitled, “Valuation of 
Property,” is heartily to be com- 
mended. Indeed, it has been liber- 
ally availed of for its excellent case 
history in the preparation of this 
discussion. 

By way of some introductory defi- 
nition, the following excerpt from 
the American Institute of Account- 
ants’ Bulletin No. 9 (prepared by its 
Committee on Accounting Procedure) 
will serve to present the accountant’s 
viewpoint: 


“Since accounting is predomi- 
nantly based upon cost, the proper 
uses of the word* ‘value’ in ac- 
counting are largely restricted to 
the statement of items at cost, or 
at modifications of cost. In ac- 
counting, the term ‘market value’ 
is used in senses differing some- 
what from those attaching to the 
expression of law. As applied to 
securities it means a sum com- 
puted on the assumption that value 
is measurable by market quota- 
tions; as applied to inventories it 
is.a constructive market value com- 
piled from a variety of considera- 
tions, including market quotations, 
cost of replacement, and probable 
sales price. In the case of so- 
called ‘fixed assets’, the value shown 
in accounts is the balance of their 
cost after deducting recorded de- 
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preciation. Thus the following 
definition would seem to be appro- 
priate : 


see 


Value’ as used in accounts 
signifies the amount at which 
an item is stated, in accordance 
with the accounting rules or 
principles relating to that item. 
Generally book or balance-sheet 
values (using the word ‘value’ 
in this sense) represent cost to 
the accounting unit or some modi- 
fication thereof; but sometimes 
they are determined in other 
ways, as for instance on the basis 
of market values or cost of re- 
placement, in which cases the 
basis should be indicated in fi- 
nancial statements.” 

“In thus emphasizing the fact 
that accounting values are pre- 
dominantly costs, the committee 
would like to make clear its view 
that costs are in general much 
more real and much more signifi- 
cant to those who use accounts 
than values in the general mean- 
ing of that word. The recogni- 
tion by the Supreme Court in re- 
cent decisions of the crucial im- 
portance of expectations for the 
always uncertain future as a fac- 
tor in the determination of value, 
confirms the wisdom of the com- 
plete rejection in accounting of 
the ‘worth’ basis for the statement 
of assets not intended to be sold 
within any foreseeable future, such 


as fixed assets.” 


This pronouncement must not be 
misunderstood, however, as imply- 
ing that the accountant, so to say, 
“washes his hands” of anything that 
has to do with values other than 
costs; that, of course, he cannot do. 
On the other hand—as has been 
emphasized again and again—he is 
not in any sense a valuer or appraiser. 
This axiom of the accountant’s pro- 
fession causes confusion sometimes 
on the part of those who misunder- 
stand what is meant by that docu- 
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ment called an accountant’s “certifi- 
cate” but more appropriately de- 
noted as his “opinion.” In respect 
of such matters as valuations his cer- 
tificate or expression of opinion upon 
financial statements rather records 
his credence—after due examination 
on his part as by one professionally 
qualified—in the representations of 
others. 

Any discussion of the subject of 
“cost and value’ should not fail to 
stress at its beginning that both of 
these words should really be con- 
sidered in the plural: there are costs 
of different kinds and values of dif- 
ferent kinds. Later in this discourse 
there will be occasion, in discussing 
inventories, to touch upon the variety 
of cost concepts in accounting; at 
this particular point it is in order to 
consider the plurality of value con- 
cepts. 

While value concepts have been 
given a variety of descriptive labels, 
they are broadly classifiable into two 
groups, characterized by fundamen- 
tal differences between such groups 
in respect of viewpoint or approach. 
The first of these two groups— and 
perhaps it would not be erroneous to 
say the commoner concept—repre- 
sents the approach to the question 
from an “objective viewpoint”; this 
group might broadly be designated 
“value to a theoretical buyer.” The 
other approach—from the “subjec- 
tive viewpoint”—has to do with the 
concept broadly designated as “value 
to the owner.” 





“Market Value” 


The first — commonly termed 
“market value” — concept has been 
expounded by. economists and ap- 
praisers in varied expressions, such 
as “exchange value,” “normal mar- 


ket value,” “justified selling price,” 
’ J g 


and—perhaps somewhat more often 
in those circles—‘intrinsic value.” 
It is typical of the divergence in 
thinking upon the subject of valua- 
tions that this term of “intrinsic 
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value” finds its illustration in Web- 
ster’s Dictionary by mention of the 
“intrinsic value of gold” while the 
Standard Dictionary observes that 
“the intrinsic value of a bronze medal 
is small,” in other words, scrap value. 
A range between gold on the one 
hand and scrap on the other is sig- 
nificantly illustrative of the lack of 
terminological unanimity on the sub- 
ject of valuations. 

Professor Bonbright gives three 
apt examples to show how differing 
slants influence these varying ex- 
pressions of “market value.” In the 
field of real estate valuation the 
broker values a property at what it 
should bring—at what a customer 
may be expected to,pay. The ap- 
praiser, on the other hand—injecting 
perhaps a bit of the “value to owner 
concept”—will value it on a_ basis 
of “intrinsic worth”; says Bonbright, 
“It is for him (the appraiser) to 
criticize market conditions, not to 
accept them on their face.” A second 
example concerns securities— and 
the stock broker: a customer sues 
a stock broker for conversion of 
securities worth at the market $100 
per share, which an investment spe- 
cialist might value intrinsically at 
$50 per share—but the customer will 
recover $100 a share. A third ex- 
ample is one fresh in the memory 
of all—the “conventional values” 
which in the recent depression years 
sfate insurance departments devised 
for pricing securities of insurance 
companies. 

As distinguished from the “mar- 
ket value” terminology of appraisers 
and economists, the courts have 
given expression to their view of 
“market value” in such variants as 
“fair market value” or “fair value” 
or “cash value.” The accountant in 
studying such decisions seems to 
discern a struggle in the mind of the 
court between a desire to heed “the 
voice of the market place” and a 
temptation to subject that voice to 
at least a little bit of “vocal culture.” 
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“Value to the Owner” 


The second fundamental valua- 
tion concept—that of “value to the 
owner’’—is one with which the ac- 
countant may at times be called 
upon to deal though not in degree 
comparable with the “market value” 
concept. “Value to the owner’ is 
something more or less restricted to 
the field of indemnity cases. It may 
reflect particular need—like that of 
King Richard in his dire distress 
offering to exchange his kingdom for 
a horse. It may even savor of 
“nuisance value” in the case of at- 
tempted blackmail. Sentiment also 
may enter into the concept of “value 
to the owner” though the courts 
have generally disregarded it. The 
Grand Central Terminal has a par- 
ticular utility value restricted to its 


“possession by a railroad system. 


This concept may briefly be described 
as concerning a value additional to 
market value. 

But it is the “market value’ no- 
tion, fn one of its phases or another, 
with which the accountant is mainly 
concerned; and it is that part of the 
valuation field in which the present 
discussion finds its place. Perhaps 
a further word of elucidation may 
not be amiss upon this matter of the 
accountant’s relation to the subject; 
and for such purpose, I might repeat 
something I recently had occasion 
to write in an effort to clarify the 
idea of the accountant’s not being a 
valuer: 

“The professional accountant is 
not a valuer although, as a part of 
his work he is concerned with the 
proper expression of fair values 
determined by others. Thus: 

(1) He concerns himself with 
values determined by others, as, 
for example, in the case of se- 
curities and goods in, connection 
with the amounts represented 
to reflect current assets; and 

(2) He has to do with finan- 
cial data required by others— 
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appraisers, courts, etc.—as a 
basis for their valuation judg- 
ment, as, for example, in the 
case of properties and enterprises. 


“When he does undertake any- 
thing in the nature of passing judg- 
ment on the valuations of others 
competent to make them, or even 
of actually determining upon valu- 
ations himself (where, for example 
he may serve as an executor) he 
does so not as an accountant, but 
—stepping out of the role of the 
professional accountant as such— 
as a well-qualified businessman 
who is all the better fitted for judg- 
ment exercise by reason of his ac- 
counting knowledge and experience. 

“Thus in such a capacity as that 
of executor, having $1,000 to in- 
vest, he may exercise discrimina- 
tory judgment by preferring to 
buy 100 shares of A stock at $10 
to 100 shares of B stock likewise 
selling at $10; and in such exer- 
cise of valuation judgment he may 
well be guided by his accounting 
knowledge. 

‘But in his work as a professional 
accountant, he accepts the value de- 
terminations of others competent 
to make them without applying 
corrective adjustments such as 
courts may deem proper in the 
exercise of their prerogatives. As 
a practical economist, he abides by 
the ‘voice of the market place’ de- 
spite any differing personal incli- 
nations, just as in a political elec- 
tion he abides by the adverse de- 
cision of the majority without 
yielding his personal views. For 
him, therefore, market essentially 
means that ‘the worth of a thing 
is the price it will bring, under 
the law of supply and demand.’ If 
the conditions of the market are 
too dissatisfying, he may report 
them but he will hardly substitute 
his findings for those of that market. 

“Tf this practical approach seems 
too uncritical, it is to be stated 
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that, on the other hand, in his 
mention of things of the market, 
the accountant is likely to be more 
restrictive than the courts. When 
he speaks of assets being “readily 
marketable,” for instance, he is not 
likely to let his thoughts go be- 
yond securities listed on recog- 
nized exchanges, whereas, in the 
language of the courts even par- 
cels of realty have been designated 
as ‘readily marketable.’ ” 


Valuation Methods 


From this viewpoint our discus- 
sion approaches a brief survey of the 
various valuation methods encoun- 
tered in actual practice. These may 
be taken as six in number, grouped 
three each in two categories. The 
three in the first group particularly 
concern themselves with individual 
assets or properties, whereas the 
three in the second group, generally 
speaking, concern themselves with 
business entities or enterprises. 
Such grouping is, of course, only 
approximate, for in actual practice 
these methods cross any artificial line 
of demarcation; for example, the 
“capitalization of total net income” 
in the latter group is, of course, also 
a factor in the public’s mind in the 
determination of current market val- 
ues of securities. But, in general, the 
indicated line of demarcation be- 
tween the two groups may be re- 
garded as a tenable one. 


For Separate Assets 
or Properties 


The three methods in the first 
group are: (1) Current sales values 
of similar (or sometimes identical) 
property, (2) Actual cost (generally 
a recent one), (3) Estimated replace- 
ment cost. 

The first of these three may be 
best viewed separately as to (a) 
Securities, (b) Goods—commodities, 
materials, products, etc., and (c) 
Realty. 

“Current Sales Values” in the case 
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of securities, of course, represent 
predominantly current quotations 
of securities listed on recognized 
securities exchanges. What the 
transactions on those exchanges may 
indicate as being market value at 
the time may well raise questions 
as to which appraisers and courts, 
within their province, may under- 
take correctional measures. The 
market may be a bull market or a 
bear market; it may be at one or 
another of different stages of such 
market; again, in either of the fore- 
going, it may be an active or a 
thin market; also there may be an 
artificiat downward pressure from 
short selling or a corresponding 
price stimulation through forced 
covering of short sales; and above 
all, in recorded cases, is the element 
of so-called “blockage.” <As_ this 
term implies, it concerns the dis- 
posal—actual or theoretical—of large 
blocks of securities. Where merely 
the quantity of a large block is 
concerned—particularly in a “thin” 
market—a given market quotation 
might be deemed high when con- 
sidered in the light of the price- 
depressing effect of a large block 
offered for sale; there is, however, 
an opposing consideration where a 
large block might either directly 
represent or importantly concern 
the factor of actual control of a 
corporation—a factor that might 
sometimes not be adequately re- 
flected in a market quotation. 

In the attempt to rectify the fore- 
going inherent weaknesses in market 
quotations, there are two palliatives 
which the courts and others have 
used—n:easures which more partic- 
ularly, however, apply to factors 
other than blockage. Such two 
palliatives have been (1) averaging 
prices over a specified range of time, 
or (2) accepting a nearby date, 
either before or after the event, at 
which a more appreciable volume of 
transactions took place than on the 
specific date of required valuation. 
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With regard to “current sales 
values” as market indicia of goods— 
1.e., commodities, materials, prod- 
ucts, etc.—the courts have a wider 
field to cover than that in the ordi- 
nary day’s work of the accountant. 
Particularly in damage cases the 
question of whether retail or whole- 
sale prices should govern—prices 
at which the individual might have 
bought or might have sold—has 
given courts obvious concern, with 
no such thing as a “rule of thumb” 
applicable to the wide variety of 
the “circumstances that alter cases.” 
Other considerations have involved 
the question of sales gross or sales 
net of expenses and the like. In 
his ordinary day’s work as to this 
phase of valuation the accountant’s 
problem is perhaps a more practic- 
able one which accessible invoices, 
trade publications, and the like 
make also a soluble one, though at 
times questions may arise as where 
a limited commodity market may 
be particularly dependent on a 
dominant buyer or seller. 

“Current sales values” in the case 
of realty may suffer from the arti- 
ficiality of a forced sale (because 
of the owner's financial distress) or, 
on the other hand, a forced purchase 
(as in a case where a prospective 
buyer is being “held up” because 
of the indispensability of a particular 
parcel). Questions of “less-than- 
arm’s-length” transactions may also 
present their vexatious problems, 
none of which, however, are within 
the particular purview of the present 
discussion. 

The second of the indices of mar- 
ket value—the use of a prior actual 
cost as portraying present market— 
concerns, in the main, real property, 
as well as recent transactions there- 
in. However, there is an outstand- 
ing case of the use of a “long-ago” 
cost for this purpose—that of the 
Manhattan Elevated Railway (in 
1934), of which Bonbright states: 
“The court sustained an award for 
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the easements of air, light and access 
based on the original cost incurred 
by the company in acquiring these 
rights from adjacent property own- 
ers”; the rather unusual recourse 
to an earlier cost to reflect a value 
many years later, being based on 
equitable grounds. 

The third method applicable to 
separate assets or properties—“esti- 
mated replacement cost’—is, from 
an appraisement standpoint, perhaps 
predominantly one relating to real 
property: as to goods (that is to 
say, commodities, materials, prod- 
ucts, etc.) replacement cost is essen- 
tially a job for cost accounting. It 
is interesting to observe, however, 
that as between real property, on 
the one hand, and goods, on the 
other, replacement cost has _ this 
significance in the case of goods: it 
often represents an actual cost of a 
subsequent time, whereas, in the case 
of real property replacement cost is 
so often merely an estimate that 1s 
never actualized. This is, of course, 
the inherent weakness of the method 
in respect of its use for real property. 
To clarify the point: the replace- 
ment valuation of a building is under 
consideration—an old hotel of 500 
rooms (modern enough, however, 
for each room to have a bath) built 
in a day when larger room space 
with higher ceilings was the vogue. 
Assume that the replacement of such 
a structure, on the basis of today’s 
material and labor costs, would en- 
tail an expenditure of $5,000,000, 
whereas a modern type of hotel with 
equal facilities and same number of 
rooms—but smaller rooms’ with 
lower ceilings—would mean an ex- 
penditure of only $4,500,000. There 
is a problem presented here, not en- 
countered in the case of the ascer- 
tainment of the replacement cost of 
goods; it is the problem of valuing 
a theoretical replacement that never 
will be an actual one—of comparing 
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an obsolescent reality with a stream- 
lined unreality. 


For Business Entities or Enterprises 


Proceeding to the three valuation 
methods more particularly applica- 
ble to business entities or enter- 
prises, it is to borne in mind that 
this twofold grouping of methods is 
only approximate. For example, one 
of the three methods in the second 
group, namely the “stock and bond 
method” as utilized under the so- 
called “unit rule” for purposes of tax 
valuation of railroads, telegraph 
companies, and the like, is a method 
availed of for the local taxation of 
individual properties. In _ general, 
however, these three methods may 
be viewed as concerning an entire 
corporate enterprise. 

First under this second group is 
the method which constitutes the 
subject of more detailed discussion 
later on. At this point it will suffice 
merely to identify it by the descrip- 
tive designation of “tangibles plus 
goodwill”; in other words, to the 
sum of the net tangible assets (re- 
flecting valuation bases — where 
other than cost—as to individual 
assets or properties discussed in the 
first group of methods) there is 
added the capitalization of an 
amount of average income—in ex- 
cess of “ordinary” return on net 
tangible assets—to represent the 
estimate of goodwill value. 

The second method in this group 
—‘capitalization of total net income”— 
has been dubbed “Wall Street’s slide 
rule”; someone has facetiously ex- 
plained the sliding feature of the rule 
as being a movement, up or down, 
from a “multiplier of 10” to a “multi- 
plier of 20,” that can be performed 
“with the greatest of ease, like the 
man on a flying trapeze.” Aside 
from the weakness inherent in an 
altogether arbitrary “multiplier,” it 
is further to be noted that it leaves 
the balance sheet out of specific con- 
sideration. The thinking of the 
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masses undergoes changes in styles 
—it would seem—like clothes. Not 
so very many years ago the man on 
the street contemplating an invest- 
ment (if he made any reference at all 
to financial statements) contented 
himself largely with the balance 
sheet. In time, the importance of 
any change in the trend of earnings 
forced an increasing realization that 
the income account simply could not 
be negelected in the investor’s evalu- 
ation of the worth of a given security. 
But like the pendulum swinging 
from extreme to extreme, the trend 
unquestionably went too far in the 
direction of disregarding what the 
balance sheet might have to say. 
Then over the last few years there 
has been a noticeable trend away 
from the extreme. One may readily 
find examples of this in financial 
periodicals and the writings of in- 
vestment analysts; recent years’ 
“earnings per share” have been rein- 
forced by both “net assets per share” 
and “net current assets per share.” 
In further illustration of this, here is 
what an old, well-known brokerage 
house very recently said in its pub- 
lished bulletin: “Under present ex- 
traordinary conditions the balance 
sheets (i.e., of concerns whose securi- 
ties are under consideration) tell 
more than do the income statements. 
In fact, Wartime earnings may be al- 
together misleading with regard to 
peacetime expectations. On_ the 
one hand, most businesses have been 
conducted practically free of usual 
competition. On the other hand, 
prices and costs have been closely 
regulated while high taxes have 
limited profits.” 

A simple example may clarify the 
thought involved. Two companies 
—“‘A” and “B”—each have net tangi- 
ble assets of $1,000,000, represented 
by 10,000 shares (with a number of 
other factors likewise being the 
same) but “A” has a net income of 
$100,000 whereas ‘‘B’’’s net income is 
$200,000; respectively, these repre- 
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sent a net income per share of $10 
for “A” and $20 for “B”. We will 
consider the example as occurring in 
the conservative days when the multi- 
plier had not yet “slid” up to 20—it 
is still 10. Resultantly, “A’’’s stock 
is quoted at $100 per share (which, 
incidentally, equals net asset value) 
while “B”’s is $200 per share (1.e., 
double its net asset value). The 
query propounded by this example 
may be presented thus: Which of 
these two companies holds out the 
greater lure for competitive capital 
with resultant impact upon earnings 
of the competition so engendered? 
To answer the question with another 
one: Would it not appear more 
reasonable—all other things being equal 
—to expect a greater “durability” in 
the case of “A”’s value per share 
than in that of “B”? At all events, 
pondering such instances can hardly 
result in contentment with disregard 
of the balance sheet. 

Valuation by the “capitalization of 
total net income” method—or rather 
a more actuarially developed type of 
that method dealing with prospec- 
tive income—has been in vogue in 
connection with natural resource 
properties. Ex-President Hoover, 
in a book written by him—“Princi- 
ples of Mining’—long before the 
days of his present fame, gives an 
illustration as follows: 


“A simple illustration would be 
that of a mine earning a profit of 
$200,000 annually, and having a 
total of 1,000,000 tons in sight, 
yielding a profit of $2 a ton, or a 
total profit in sight of $2,000,000, 
thus recoverable in ten years. On 
a basis of a 7% return on the in- 
vestment and amortization of 
capital (Table I), the factor is 
6.52 x $200,000=$1,304,000 as the 
present value of the gross profits 
exposed. That is, this sum of 
$1,304,000, if paid for the mine, 
would be repaid out of the profit 
in sight, together with 7% interest 
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if the annual payments into sink- 
ing fund earn 4%.” 


The third one of our second group 
of methods having to do generally 
with integral business ventures, is 
generally referred to as the “stock 
and bond” method; as the name 
implies, it is a determination of 
over-all corporate value by taking 
the outstanding corporate capital- 
ization, common and preferred stock 
and funded debt, at the current 
market quotations for the related 
securities. It has enjoyed a degree 
of favor with courts and other gov- 
ernmental authorities which seem- 
ingly may be ascribable to its being 
the only one of these three “enter- 
prise” valuation methods which lend 
an attentive ear to “the voice of the 
market place” as the authoritative 
source of valuation. For this reason, 
too, it would seem that recourse 
has been had to it as the device for 
over-all corporate value for the 
purpose of local allocation of such 
value, under the so-called ‘unit 
rule,” in connection with state tax- 
ation of such interstate concerns as 
railroads and telegraph companies. 
It carries with it, of course, the 
objections to current market quota- 
tions for their restricted ephemeral 
validity, their long-range inconstancy 
as well as other weaknesses. But on 
the counter-weight scale we find a 
freedom from the artificiality of 
both the “multiplication factor” of 
the first two methods as well as of 
the interest rate of the first method 
(to be shortly discussed)—weak- 
nesses of any formulae substitutior 
for the primal law of supply and 
demand. As compared with the first 
of the three second-group methods, 
it is, of course, to be observed that 
the net tangible asset element exerts 
no specific influence. Professor Bon- 
bright has this interesting observa- 
tion to make upon this valuation 
method: “Even if the stock and 
bond method may result in the 
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undervaluation of a complex busi- 
ness enterprise by 50%, or its over- 
valuation by 100%, the error is 
probably no greater than that reached 
in litigations by the use of any 
alternative technique.” 


Valuation Purposes 

So much for the “tools” of val- 
uation. Next in order is demon- 
strating their utilization. How can 
this be best done, particularly with 
regard to accounting data available 
therefor? For inspiration, a cursory 
glance at Bonbright’s conclusions 
in respect of the various valuation 
purposes may be productive of a 
suggestion. The over-all purposes 
of property valuation may be cate- 
goried thus: 


(1) Indemnity for Property 
Losses—Comprising : 

a. Damage Claims (Securi- 
ties, Commodities, Realty, 
Shipping, Etc.) 

b. Fire Insurance 

c. Eminent Domain 


Legal Status of Corporate 
Entities—Comprising : 
a. Solvency under the Bank- 
ruptcy Act 
b. Laws against Stock Wa- 
tering 
c. Dissenting Stockholders’ 
Suits (solvent enterprises) 
d. Corporate Reorganizations 
and Morgtage Foreclosures 
e. Corporate Income and De- 
termination of Profits or 
Surplus available for divi- 
dends 
(3) Rate-Making for Public 
Utilities 
Taxes—Comprising : 
a. General Property — Real 
Estate Taxes, Etc. 
b. Corporate—Capital Stock 
or Special Franchise Taxes 
c. Federal Income Taxes— 
Corporation and Individ- 
ual: 
Capital 
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and Gain, Depreci- 
ation, Etc.), and In- 
ventories 
Transactions in  Cor- 
porate Stock 
d. Estate and _ Inheritance 
Taxes 

Briefly his observations upon cases 
in each of these four categories are 
as follows: 

With regard to cases involving 
Indemnity for Property Losses, he 
states, “.... Even within the single 
legal field of damages, the ‘value’ of 
the property may mean one thing in 
one case, and a substantially differ- 
ent thing in another case.” And 
again (apropos of eminent domain) 
he expresses the opinion that “the 
uniformity with which the law of 
eminent domain declares ‘the value 
of property taken’ to be the measure 
of ‘just compensation’ is a uniformity 
of phrase rather than of standard.” 

In respect of cases concerning 
Legal Status of Corporate Entities: 
“.... The courts have not developed 
any clear-cut principles or rules even 
as to the most fundamental prob- 
lems of valuation” (as to solvency 
under the Bankruptcy Act). “The 
cases arising under the traditional 
statutory and common-law rules 
against stock watering show the law 
at its worst in its effort to solve 
modern problems of appraisal.” And 
the estimate of cases on “Dissenting 
Stockholders’ Suits,” “Corporate 
Reorganizations and Mortgage 
Foreclosures,” and “Corporate In- 
come and Determination of Profits 
or Surplus Available for Dividends” 
is not enough higher to single them 
out here for special study. 

As to Rate-Making for Public 
Utilities: “One looks in vain, how- 
ever, for any general theory of rele- 
vance by which an expert might de- 
termine, in the light of the ‘facts,’ 


what weight should be accorded to, 


different types of ‘evidence’.” 
And fourthly comes the subject of 
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Taxes, where, after noted dissatisfac- 
tion concerning “General Property 
and Real Estate Taxes” and “Corpo- 
rate—Capital Stock or Special Fran- 
chise Taxes,’ we come finally to 
“Estate and Inheritance Taxes,” as 
to which Professor Bonbright has 
this to say: “Taken as a whole, the 
combination of statutory, adminis- 
trative, and judicial rulings on ap- 
praisal for death-tax purposes pre- 
sents American legal valuation at its 
best, as contrasted with assessment 
under the general property tax, 
which (along with utility rate-mak- 
ing and condemnation awards) pre- 
sents valuation at its worst.” 

There is here, then, quite encour- 
agingly pointed out the best field 
for pursuing the study of our sub- 
ject; and in that field the best van- 
tage point is that of the valuation of 
an estate’s investment in the securi- 
ties of a “Close Corporation” for it 
brings under observation accounting 
procedures respecting both the en- 
terprise as a whole and its com- 
ponent asset items. 


Financial Statements 
In the present review of financial 
data and their relationship to the 
valuation of business entities, it will 
be helpful to begin with the main 
balance sheet items, which may be 
listed thus: 
(A) The net current assets or 
“working capital,” consisting 
of cash, receivables, inven- 
tories—all as reduced in the 
aggregate by the current lia- 
bilities. 

(B) Investments—which—as_ to 
marketable securities— may 
alternatively be included in 
working capital. 

(C) The tangible fixed assets, 
representing property and 
equipment, less reserves for 
depreciation and—where ap- 
plicable—depletion. 

(D) The deferred charges—pre- 
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paid accounts, such as insur- 
ance, taxes, INcereSt, ete:; 
also patents, debt discount 
expense, and other items 
undergoing amortization. 

(E) Goodwill and similar intangi- 
bles. 

(F) In condensed form, the sum 
of the foregoing, less the non- 
current liabilities (such as 
long-term debt liability re- 
serves, €tc.) TEpresent the 
amount of the proprietary 
equity consisting of capital 
stock and surplus (earned 
and capital) and any appro- 
priated surplus reserves. 


We shall not, however, for the 
present purpose concern ourselves 
by any means with all of the items 
embraced in the foregoing epitome 
of the balance sheet; and on the 
other hand there may indeed be 
questions arising in a given situation 
which concern items not specifically 
indicated above. But we shall re- 
strict our selection of items for con- 
sideration to a few that may be at- 
tended with peculiarly troublesome 
problems for the lawyer whose client 
is a decedent estate with a substan- 
tial participation in a close corpora- 
tion. We shall, accordingly, select 
the following for somewhat more ex- 
tended discussion from the outline 
given: 

As to (A) Inventories and their 
several valuation bases. 

As to (B) Marketable Securi- 
ties. ; 

As to (C) Depreciation of Fixed 

Assets. 

As to (F) Certain aspects of the 
surplus account and conclude with 

a discussion, from (E) above, of 

the computation of goodwill. 

While the foregoing outline has 
been stated from the point of view 
of the balance sheet, it will also serve 
as a guide for the three aspects of 
the income account of particular in- 
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terest in the subject under discus- 
sion, namely: 

As to (A) The effect on income 
of the inventory procedures em- 
ployed. 

As to (C) Questions arising with 
regard to depreciation. 

As to (F) The question of the 
reflection of special losses and gains 
in the income account as opposed 
to their reflection in surplus or 
reserves. 


At the outset, it is important to 
stress something that cannot be re- 
peated too often—that financial state- 
ments are based on estimates and 
opinions and, therefore, partake in 
nowise of mathematical precision 
with regard to the past or of pro- 
phetic assurance with regard to the 
future. Their underlying and deter- 
mining precepts or principles or con- 
ventions (whichever designation is 
preferred) are the results of busi- 
ness experience and therefore reflect 
all the resultant limitations. Thus 
the balance sheet does not pretend 
to offer any picture of present 
worth; desirable as such as a pic- 
ture might be it is a thing of utter 
impossibility. Then what does it 
signify? Just this: the present sta- 
tus of various accounts, generally 
kept on a cost basis, representing 
various assets and liabilities, and 
showing the balances at which those 
accounts have arrived, at a given 
time, under the particular account- 
ing procedures followed (such pro- 
cedures being approved or accepted 
procedures, and consistently fol- 
lowed) for the purpose of recording 
the progress of the business life of 
each of those assets and liabilities. 
What may be shown for their cur- 
rent worth is accordingly incidental 
to this historic record; and any such 
current worth portrayal, as in the 
case of cash, is of less significance in 
the case of receivables, still less in 
the case of inventories, and least of 
all for fixed assets. The income ac- 
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count—likewise the product of esti- 
mates and opinions—aims to assign 
to the years within the existence of 
the enterprise the portions of charges 
and credits which, under the pro- 
cedures followed, may be rationally 
assigned to that period. 

But all this is not by any means 
saying that financial statements are 
useless to their reader ; it means only 
that that reader must be aware of 
their accounting objectives and be 
able properly to understand them 
for his purposes. Moreover, as time 
goes by these objectives are continu- 
ally undergoing progress, to in- 
creasingly aid that reader in meeting 
his needs. Within recent years, we 
have come to stress that both the 
balance sheet and the income account 
find their expressions in terms of 
the “going-concern concept.” as op- 
posed to any thought of liquidation 
inherent in a “net worth” concept. 
Again—and by reason of this—we 
have come to stress the relatively 
greater importance of the income 
account as compared with the bal- 
ance sheet, without, however, by any 
means implying that the balance 
sheet is outmoded; it continuingly 
has most important information for 
the informed reader. 

Still more recently, in the advance- 
ment of accounting, we have come to 
stress the desirability—in our con- 
sideration of accounting procedures 
from the income statement point of 
view—of “matching revenues with 
their related costs.” By way of in- 
troducing our first financial state- 
ment topic—that of inventories—let 
us see how this maxim of “matching 
revenues with their related costs” 
has developed in that regard. 


Inventories and Their Several 
Valuation Bases 
In an earlier age of a simpler 
industrial economy and much smaller 


industrial units than we have today, 
it was possible—as it was also quite 


444 


reasonable from a “sound account- 
ing” viewpoint—to price goods (or 
their material content), upon inven- 
tory-taking, at costs as shown by 
related invoices; for goods were 
more readily physically identifiable 
in such an early age and the observ- 
ance of such physical identity in the 
accounting therefor did no violence— 
generally speaking—to the economic 
aspect of the simpler transactions 
in such a simpler day. 

As business grew, however, and 
became more complicated goods 
were robbed of the attribute of easy 
physical identification; perhaps one 
might speak of their having acquired 
in their commingling, something of 
the characteristics of fungibles. 
Since arbitrary assumptions were 
necessary, a “‘first-in, first-out” pro- 
cedure was evolved as a sort of 
“accounting fiction.” An early con- 
comitant of this procedure, namely 
that of a cumulative averaging of 
inventory costs, did perhaps a better 
or more logical job of taking upward 
or downward price movements into 
account. 

Later on as the result of more 
serious thinking along the line of 
“matching revenues with their re- 
lated costs” the “last-in, first-out” 
procedure came into use to lay the 
emphasis on the “economic identity” 
of sales prices and changing repro- 
ductive costs influencing those sales 
prices (in those industries where a 
perceptibly quick price influence 
was at work) instead of on a mean- 
ingless mere “physical identity.” 

Some years ago I had occasion to 
clarify this thought with the fol- 
lowing example which might bear 
repeating: 

I stop in at my tailor’s and order 
a full-dress suit. My tailor has but 
recently gone into business for him- 
self, is possessed of but a small 
capital, and so has only a_ very 
limited stock of goods on hand. Of 
the cloth I have selected, he has 
just enough for my suit. The agreed 
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price is $100, of which $50 covers 
what my tailor paid for the cloth, 
the other $50 representing $35 for 
labor and overhead and $15 for profit. 
On leaving, I inform my tailor that 
there’s no hurry about making the 
suit, as I am about to leave town 
for a somewhat protracted absence. 

A week later, my neighbor (to 
whom I had spoken about my having 
ordered the suit) stopped in at this 
same tailor’s and ordered a suit of 
the same kind of cloth. His suit 
cost him $110, however, because the 
cloth was $60 by reason of a 20 per 
cent increase announced by the 
mills. The remaining $50 of the 
$110 represented the same $35 of 
labor and overhead and $15 profit as 
in the case of my suit. My neighbor, 
however, stipulated that he needed 
his suit right away, which placed my 
tailor in a predicament, since he had 
on hand only enough cloth for the 
one suit which I had ordered, and 
it would take two weeks to get more 
of the same cloth from the mills. 
My neighbor cut the Gordian knot 
by suggesting that, since I was out 
of town and would be away for 
some time, the tailor use my cloth 
for his suit, and defer cutting my 
suit until the new cloth arrived, as 
there would still be ample time 
before I returned for a fitting. With 
this arrangement, upon learning of 
it on my return, I was perfectly 
satisfied. 

However, my poor tailor had a 
difficult accounting problem thrust 
upon him by this transaction be- 
cause, between the delivery of my 
neighbor’s suit and the time of my 
return, the year-end had intervened, 
and my tailor had an income tax 
to figure out. His problem con- 
cerned the amount of profit he had 
made or would make on each suit. 
On each sale he had supposed the 
profit to be the same, namely $15, 
but he had been told that, according 
to generally accepted accounting 
principles, he must inventory the 
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cloth which finally was used in my 
suit at the $60 he actually paid for 
that piece. This puzzled my tailor, 
who couldn’t understand any “prin- 
ciple” which made it appear that he 
made $25 on my neighbor’s suit and 
$5 on my suit. 

Now just what conclusion does 
this example fairly lead us to? It 
is that, as far as mere physical 
identity of the goods goes, my neigh- 
bor’s suit contains my cloth, pur- 
chased by the tailor at $50, and my 
sult contains my neighbor’s cloth, 
bought at $60. But from the com- 
mon sense view of the tailor, as a 
businessman, the economic identity 
of my neighbor’s suit is with the $60 
cloth and mine with the $50 cloth. 
To articulate the concept of this 
true economic identity as opposed 
to mere physical identity, I might 
phrase the applicable principle thus: 

“The valuation of inventories 
should be on a basis whereby, in 
determining the results of opera- 
tions, the revenue from sales is 
in effect charged, as to the cost 
of goods sold, with those costs 

(including commitment costs, as 

in hedging transactions) which 

have been directly or substantially 
causative of the sales prices repre- 
sented in that revenue.” 


To this should be added that this 
assertion, of course, is limited to 
situations where a “causative” rela- 
tion exists. 

What has all this to do with the 
case of our “close corporation” whose 
accounts are undergoing scrutiny— 
and adjustment—for purposes of 
reporting under the New York State 
inheritance taxes? Possibly the en- 
terprise in question is properly on 
that one of the three fundamental 
inventory bases which accords with 
its industrial characteristics in this 
question of relationship of current 
market costs of goods and current 
market sales prices of products. On 
the other hand, our enterprise may 
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be so ill-suited in the procedure 
followed that its accounts might 
justifiably be restated. It is true 
that the validity of the accounting 
precept of “cost or market, which- 
ever is lower” has not gone un- 
challenged in the administration of 
inheritance taxes in New York. On 
the other hand, however, where the 
accounts are presented on a logical 
basis, a vigorous defense of that 
basis should not be waived if an 
enterprise is following an accounting 
procedure which has strong support 
in its industry. A “going-concern” 
viewpoint must always be stressed 
in such a situation. It is interesting 
to note, incidentally, in this connec- 
tion, the observation of Professor 
Bonbright that “book value is very 
heavily relied upon in the appraisal 
of tangibles’—which definitely in- 
cludes inventories; to which he adds 
that ‘a reason for accepting book 
value is that any erroneous valuation 
of the tangibles is to some extent 
offset by the valuation of the good- 
will on the basis of capitalized 
“excess earning power.” It may, of 
course, happen that an “erroneous 
valuation” from a legal point of 
view might not necessarily be such 
from an accounting point of view. 

While what has been said in these 
remarks can of necessity be only 
an outline, that outline should leave 
this as its important conclusion: 
If a concern is following an inven- 
tory procedure not adapted to its 
operating market characteristics, its 
“misfit” condition will go beyond 
the balance sheet of our “inheritance 
tax close corporation” for through 
the distortion of the earnings it will 
inevitably have its effect upon the 
amount of the capitalized goodwill 
with which the conclusion of our 
discussion deals. 


1 
} 
I 


Marketable Securities 

Under inheritance tax practice in 
New York State the rule followed 
in the case of active securities has 
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been to take the “range of the 
market” by averaging prices over 
some reasonable period of time which 
may vary from several months be- 
fore to several months after the date 
of definitive valuation. While no 
specified allowance for “blockage” is 
made for large holdings of securities, 
the need for adjustment is served, 
however, in the practice followed 
of weighting the average over this rea- 
sonable period. 


Depreciation of Fixed Assets 


Our discussion will not linger 
long on the subject of fixed assets— 
not because the value determination 
thereof is of no importance, for 
the reverse may well be true; but 
ordinarily the accounting problems 
involved will present less likelihood 
of misunderstanding than, for ex- 
ample, with regard to inventories. 
The perplexity of the problems aris- 
ing may be rather more in the 
appraiser’s field. 

This word of admonition, how- 
ever, is in order: Any valuation 
adjustment made with respect to 
property and equipment will require 
the consideration of corresponding 
adjustments of the income statement 
forming the basis for the goodwill 
computation, in order that the pro- 
vision for depreciation in such in- 
come statement be consistent with 
the property valuation in the balance 
sheet of the ‘‘net tangibles.” 


Certain Aspects of the 
Surplus Account 

As to the fourth of the financial 
statement items chosen for attention 
in this discussion—the lodgment of 
charges and credits for extraordinary 
or so-called non-recurring transac- 
tions in the income account as against 
their lodgment in the surplus ac- 
count: The New York rules with 
respect to the computation of good- 
will value require the omission of 
such extraordinary items from the 
income statement which forms the 
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basis of such goodwill computation. 
This may seem somewhat at vari- 
ance with the accounting trend of 
the day to make the income account 
all-inclusive—at least as far as pos- 
sible. It is not to be overlooked, 
however, that for the particular 
purpose of the goodwill capitalization 
much is to be said in favor of the 
the elimination of items that might 
seriously distort the earning power 
aspect of the picture for this par- 
ticular purpose. Comment here, 
however, will be entirely restricted 
to another word of admonition. In 
any adjustment undertaken with 
respect to net income for the purpose 
of goodwill capitalization, particular 
care must be exercised in order to 
obviate any artificiality of earnings 
through failure to make needed ad- 
justment in the provision for income 
taxes. That failure may produce an 
overstated net income resulting from 
the fact that the income tax pro- 
vision may enjoy the benefit of a 
so-called “‘tax savings” attaching to 
a loss or expense item which may 
have been “adjusted out of” the 
income account as an extraordinary 
item. On the other hand, the net 
income may be understated if the 
income tax provision includes an 
amount for taxes applicable to a 
taxable gain which has been carried 
directly to the surplus account as 
an extraordinary credit item. In 
order to dispense with further elabo- 
ration of this point it will suffice 
to refer to Accounting Procedure 
Bulletin No. 23 of the American 
Institute of Accountants, where this 
matter of f 

coordination between income tax 
provisions and items that have in- 
fluenced those provisions is_ set 
forth to present the prevailing view 
of accountants today; in a sense 
this, too, is part of the accounting 
rationalization movement which has 
been previously discussed under its 
slogan of “matching revenue with 
related costs.” 
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effecting a workable’ 


Goodwill 

Our discussion comes now to the 
computation of that much misunder- 
stood item called “goodwill.” Ina 
case before the New York Court 
of Appeals, Chief Judge Cardozo 
gave his definition of the item in 
these words: “Men will pay for any 
privilege that gives a_ reasonable 
expectancy of preference in a race 
of competition. Such expectancy 
may come from succession in place 
or name or otherwise to a business 
that has won the favor of its 
customers. It is then known as 
goodwill.” One might add, as an 
afterthought to this or any other 
definition of goodwill, that it is 
merely an over-all adjustment of the 
net tangibles for any greater than aver- 
age earning power inherent in them; 
ordinary income productivity being 
ordinarily understandable as a 
characteristic of the stated value of 
the tangibles. 

From a practical point of view, the 
item is unique in that it is devoid of 
any unanimity of accounting treat- 
ment. Of concerns enjoying un- 
questioned over-average earning 
power, some carry a goodwill account 
and others do not; and among other 
concerns not especially favored in 
respect of earning power, there are, 
nevertheless, those having such an 
account. Of concerns endowed with 
such earning power at their organi- 
zation, some then recorded it as an 
asset and others not; and of those 
that originally recorded such an 
item, some have kept it all and others 
have written it off—in whole or in 
part, and varyingly to capital surplus 
or to earned surplus. Without, how- 
ever, further pursuing the discussion 
of the subject in all its various as- 
pects, a time-saving reference may 
well be made to the authentic pro 
nouncement of present-day account- 
ing views set forth in Accounting 
Research Bulletin No. 24 of the 
American Institute of Accountants. 

In the hypothetical case before us 
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—a close corporation undergoing ex- 
amination in respect of inheritance 
taxation—if there is any such item 
on the books it probably does not 
represent a present-day expression 
of earning power. We will, accord- 
ingly, first of all charge it off and 
then set about, “de novo,” to ascer- 
tain what the amount would be 
under New York State inheritance 
tax practice. 

There are two compilations to be 
undertaken—each covering a period 
of years not fixed in number; they 
may run from 2 to 12 years in in- 
stances but usually for 3,4 or 5 years. 
The first of these compilations will 
be to determine the average annual 
net earnings; such earnings must be 
adjusted, however, in order that they 
reflect normal net earnings. Principally 
to arrive at such normal net earnings, 
it will be necessary to eliminate ex- 
traordinary debits or credits of a 
so-called non-recurring nature; par- 
ticular attention here must be directed 
to what has previously been said 
with regard to the effect of any such 
adjustment on a proper provision 
for income taxes. Another item that 
may call for adjustment is an allow- 
ance for a fair salary to the owner— 
or princip] owner—of the business— 
an allowance that may or may not 
have found its way into the accounts. 
As to two other items, a word of 
caution is in order; if adjustments 
have been made—in respect of the 
tangible assets—to “plant and equip- 
ment” and the related depreciation 
reserve, or to “inventories,” it mav 
be that such adjustments call for 
corresponding adjustments in the 
statement of net earnings. 

The second compilation covers the 
average annual net tangible assets— 
for the purpose of determining an 
interest allowance thereon to repre- 
sent ordinary earning capacity. It 
may be as well to avoid the use of 
the word “normal” in this respect 
(though often so used) in order not 
to cause confusion with the concept 
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of “normal” net earnings mentioned 
in the previous compilation where 
“normal” is in contrast with “abnor- 
mal” debits and credits rather than 
with over-average — but none-the- 
less recurring—earning power. This 
compilation of net tangible assets 
over the period is apart from the “‘bal- 
ance sheet” net tangible assets at the 
end of the period which is one of the 
two parts of our formula for the 
enterprise valuation of our close cor- 
poration. Its determination, which 
under the pertinent regulations 1s 
supposed to reflect “fair market 
value,” in practice seems largely to 
have rested, where at all possible, 
upon book values because of the im- 
practicability of retroactive annual 
adjustments. In arriving at the 
amount of such net tangible assets, 
liabilities are, of course, deducted 
but purely arbitrary reserves are not. 

These two compilations produce 
the resultant capitalized goodwill by 
deducting 6% interest on average 
annual net tangibles (second com- 
pilation) from the average normal 
net earnings (first compilation) and 
multiplying the remainder of such 
net earnings (deemed to be applica- 
ble to goodwill) by a factor which 
is described as being a “suitable 
factor for number of years’ pur- 
chase.” This factor—which, like the 
6% interest allowed on net tangible 
assets, is a wholly arbitrary determi- 
nant—has in practice varied from 1 
to 5, with apparently the intermediate 
number 3 as the most favored one. 
(It is to be observed that this factor 
has no relationship to the number of 
years involved in the period for de- 
termining the average earnings or 
average net tangibles). In instances 
where businesses have been deemed 
to be particularly stable, a factor as 
high as 10 has been used. Bonbright 
notes a seeming “tendency to think 
that high average profits call for a 
higher factor, whereas if there is any 
correlation between amount of prof- 
its and stability, it may often be 








August 





no 
of 

OV 
ex] 


like 
nes 
of 

and 
cap 
em] 


194 


nces 
med 
yr as 
ight 
hink 
or a 
-any 
prof- 
a. be 


uqust 





Valuation of Business Entities Through Use of Accounting Data 


that the higher the profits the fewer 
years’ purchase would be paid for the 
chance of their continuing so high.” 
My complete agreement with Pro- 
fessor Bonbright’s opinion may be 
inferred from preceding remarks 
(apropos of the “capitalization of 
total net income” method), with the 
illustrative example there given to 
focus attention on the relatively 
greater “tenuousness” of high per- 
centage earnings as against lower 
percentage earnings—such percent- 
age, of course, being based on net 
tangibles. 

There is a misunderstanding which 
one encounters every now and then 
with regard to the significance of 
the “number of years’ purchase.” 
Some have erroneously deemed the 
number of years as indicating a 
minimum period of the expected 
duration of such goodwill earnings. 
It is clear to see, of course, that 
from such a viewpoint the entire 
amount paid for goodwill would 
absorb all the available earnings of 
such period for its amortization— 
that is, the mere return of the invest- 
ment—leaving no remainder of earn- 
ings for a return on the investment. 
Merely pointing this out should 
suffice to show that there can be 
no relationship between the “number 
of years’ purchase” and any period 
over which the goodwill might be 
expected to endure. 

As a concluding thought I should 
like, in again stressing the arbitrari- 
ness of the method in respect both 
of the rate of interest on tangibles 
and the “ 
capitalizing goodwill earnings, to 
emphasize the further weakness of 
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years’ purchase” factor for . 


the formula that under it the “voice 
of the market place” is silent. Ina 
matter with which I had to do a 
while ago concerning a proposed 
merger of several companies—pre- 
liminary negotiations having been 
based on the “tangibles plus good- 


will” method—supplementary use 
was made, as a check upon such 
goodwill, of both the other two 


valuation methods applicable to 
business enterprises. In this way 
the computations sought to bring at 
least some audible whisper of “the 
voice of the market place” into the 
negotiations. The total enterprise 
valuation by “capitalization of total 
net income” was arrived at by using 
as an earnings multiplier for this 
purpose the rate which was found 
to be the one currently underlying 
market prices of common stocks of 
concerns in the same industry listed 
on the New York Stock Exchange. 
For the “stock and bond” valuation 
method the aggregate enterprise 
values were also determined with 
reference to current transactions in 
the companies’ securities. From 
both of these valuations the deduc- 
tion of the aggregate amount of net 
tangible assets produced two differ- 
ing resultant goodwill valuations— 
in each case, however, reflecting 
something of the “voice of the market 
place’—for comparison with the 
earlier mathematically-determined 
amount of goodwill. I do not sug- 
gest of necessity any averaging of 
such amounts but their use as 
effective “‘sidelights’’ may prove 
helpful in the intelligent conduct 
of negotiations of that character. 
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Don’t Try to Play Every Instrument 
in the Band 


3YRNES, C.P.A. 


By Tuomas W. 


re Be Or Nor To BE a general 
practitioner, or, a tax consultant, 
a financial adviser, a budget director, 
an efficiency engineer, a specialist in 
cost, fiduciary, public utility, or some 
other branch of accounting? THat Is 
THE Question which will confront 
the independent public accountant of 
the near and distant future. To those 
who have been thus engaged for the 
past thirty years or longer the transi- 
tion in client demands during most 
of that period has been gradual and 
they have had time to become rea- 
sonably well informed regarding 
many of the activities mentioned. 
The pace of the extension of respon- 
sibilities has recently been greatly 
accelerated. The present day com- 
plexity of business affairs and the 
many ways in which taxes and other 
authoritative regulations enter the 
lives of all, require constant study 
and more time and effort of inde- 
pendent accountants than ever be- 
fore. It would be wishful thinking 
to expect governmental interest with 
its many required reports, to end 
when hostilities cease. Like taxes 
once imposed, rates and requirement 
mav be reduced; they are rarely dis- 
continued. 

Anyone embarking alone today on 
a career in public accounting faces 
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a prodigious task in attempting to 
serve clients in all of the capacities 
heretofore possible. Therefore it 
behooves such a person and the prac- 
titioner of the futre to examine care- 
fully his own preferences in order to 
decide what is best for himself. This 
comparatively young profession is 
following in the footsteps of its older 
brethren. Specialization has reached 
public accounting. The large firms 
have recognized this and include 
among their partners and staff mem- 
bers those who have centered their 
interest on particular branches of 
commercial and financial endeavor, 
taxation, etc. Sole practitioners or 
small partnerships, unable to allot re- 
sponsibilities, have tried to be all 
things to all men and thus far have 
succeeded so well that appreciative 
clients often class them with the 
schoolmaster in Goldsmith’s “De- 
serted Village” and have wondered 
“that one small head could carry 
all he knew.” However, persons 
entering public accounting now or 
later will not have their predeces- 
sors’ advantage of leisurely accumu- 
lation of knowledge, hence they 
should decide between developing a 
general practice or becoming special- 
ists. The writer has advised many 
who have obtained the CPA certifi- 
cate to supplement their account- 
ing training with study of law or 
engineering —the selection to be 
based on personal aptitudes—with 
the possible goal of specialization. 

The future is bright but changing 
conditions must be realistically faced. 
The general practitioner will be the 
hub around whom public account- 
ing revolves. Such a person or firm 
will install general accounting sys- 
tems, perform audits leading to fi- 
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nancial statements for those inter- 
ested, and also prepare other reports 
and tax returns. However, when 
there is involved expert knowledge 
requiring research and unusual ap- 
plication to particular phases of a 
client’s activities, or appearance be- 
fore a governmental bureau in dis- 
cussions of technical matters, the 
prudent genéral practitioner will sug- 
gest consultation with colleagues who 
specialize in the affected fields. 

As stated above there has been in 
past years a tendency on the part of 
many independent accountants to try 
to know everything about every sub- 
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ject. To attempt this from now on 
will be to invite trouble and jeopar- 
dize the interests of clients. Also, 
there is a limit to the amount of 
pressure the human system can stand; 
many physical and nervous break- 
downs can be traced to overwork 
resulting from reluctance to share or 
delegate responsibility. If neophyte 
will decide to be, metaphorically 
speaking, bandmasters or instrumen- 
talists—but not both—bearing in 
mind that continuance in health is 
better than temporary wealth, the 
public accountants of the future 
Anpb THEIR FAMILIES—will enjoy hap- 
pier lives. 
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Calendar of Events 
September 18 — Tuesday — Regular 
meeting of the Board of Directors. 
September 20—Thursday—6 P. M.— 
Dinner for Committee Chairman 
and Directors. Location; Waldorf- 
Astoria Hotel, Lexington Avenue 
and 49th Street, New York. 
October 8—Monday—7 :30 P. M.— 
Regular meeting of the Society. 
Location: Waldorf-Astoria. Sub- 
ject: To be announced. 
October 8—Monday—Regular meet- 
ing of the Board of Directors. 


Prize Essay Contest Winner 


The Committee on Publications 
announces that Clinton Collins is 
the winner of the 1945 Prize Essay 
Contest of the Society and has been 
awarded the first prize of $150. 
Mr. Collins’ essay appears elsewhere 
in this issue. 

In the judgment of the Committee 
none of the other papers submitted 
were deemed worthy of publication, 
resulting in the awarding of only 
one prize. 

Hugh S. O'Reilly, chairman of the 
committee, commented on the results 
of the contest as follows: 

“The result of the Prize Essay 
Contest for 1945, announced else- 
where in this issue, is a disap- 
pointment to the committee on 
publications as it also must be to 
all members of the Society who had 
hoped that this annual contest would 
be the means of bringing to our 
readers, in quality and quantity, 
articles by new writers, particularly 
from among the younger members of 
the Profession. Although, with better 
results in the contests of previous 
years, some success in this direction 
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has been achieved since the begin- 
ning of the contest in 1942, the 
desired number of prize-calibre papers 
has not been forthcoming. 
“Including the 1945 contest, a 
total of twenty-seven essays have 
been received. Of these nine have 
won prizes and have been published. 
In addition, with prizes limited to 
three each year, ten worthy papers 
received only honorable mention 
and also were published. Publica- 
tion in itself is an honor well worth 
trying for and one which indirectly 
may bring a reward far in excess 
of the monetary value of a prize. 
“The Prize Essay Contest was 
inaugurated to encourage qualified 
people to contribute to the grow- 
ing body of worthwhile accounting 
literature and to discover new 
writers of special promise. Many 
more essays were hoped for by the 
committee. Perhaps the deterrents 
chiefly responsible for the small 
number of contestants and the un- 
acceptability of some of the articles 
submitted have been the heavy bur- 
den of war-time conditions on those 
at home and the absence of others 
in the armed services. If this is so, 
the future ought to show steady and 
substantial improvement. 
“Possibly other factors account- 
able for the scanty response this 
year are doubts as to the eligibility 
rules for contestants and as to the 
nature of the essays wanted. These 
doubts can be quickly removed. The 
contest is open to all; anyone may 
enter. The contestant does not have 
to be a member of The New York 
State Society of Certified Public 
Accountants, he, or she, does not 
have to be a certified public account- 
tant, or even an accountant. The 
essay is the thing—it must be good. 
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“The four general requirements 
for the essay, stated in the published 
announcement, are that it must, 
(a) be on a subject of interest to 
the accounting profession, (b) be 
suitable for publication in The New 
York Certified Public Accountant, 
(c) be an original paper, and (d) be 
limited to 5,000 words in length. 
These general requirements imply 
at least six specific requisites, which 
future contestants would do well to 
keep in mind. Without significance 
as to the orders of statement, these 
six requisites follow: 

1. Originality. The essay should 
be an original effort by the contestant 
on a new subject, if one can be 
found, or on an old one provided 
something new is added or a new 
point of view is presented or both. 
It is expected that a real contribution 
will be made to accounting literature 
even if only a new presentation of 
an old topic. Simply a rewrite of 
something that has been published 
in this journal or elsewhere would 
not be acceptable. The contestant 
may be expected to certify that the 
essay is his original work. 

2. Interest. Generally, a broad 
subject will be of greater interest to 
a larger number of readers than a 
narrow topic. If the reader had 
met with the subject, or is apt to 
meet with it, in his practice, it will 
be of more interest to him than a 
subject that he is unlikely to en- 
counter. Of course there are ex- 
ceptions to this. For example, a 
subject that is quite new or one 
that possesses the attraction of the 
unusual, 
accounting principles or techniques 
to a problem in an unrelated field, 
might have great interest. Also, 
an essay dealing with‘a situation 
in a specific industry may be of 
considerable interest because of its 
instructional value but it probably 
would be at a disadvantage from 
the point of view of general interest. 
The interest of the writer in his 
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such as the application of - 


subject is essential and never should 
be overlooked. Unless the contestant 
has a real interest in the topic he 
can hardly expect to arouse great 
interest in his readers. Genuine 
interest and enthusiasm in the sub- 
ject on the part of the writer, or 
their lack, may well make the differ- 
ence between a highly successful 
paper and a mediocre one. 

Timeliness also is an important 
interest factor. In striving for time- 
liness, however, the contestant should 
realize that other papers on the 
subject probably are appearing, or 
will appear before his paper is 
judged, in current issues of pro- 
fessional journals and, therefore, 
his essay may have to withstand 
especially difficult competition since 
to be suitable for ‘publication his 
essay must, at least, measure up to 
what is being published on the 
subject. Also, timeliness is fickle; 
a topic selected in October may 
have little or no timeliness in the 
following May. In spite of these 
dangers, timeliness in a desirable 
quality to try for, provided the con- 
testant knows what special difficul- 
ties he may have to overcome. 

In connection with the selection 
of an interesting subject for the es- 
say, careful consideration should be 
given to the 5,000 word limitation. 
Many subjects could not be ade- 
quately treated in such a short paper. 
If the subject selected is in this 
class, it would be better to write on 
only a segment of the subject than 
to try to compress it into the space 
limitation. The smaller the 
ment, the more comprehensive the 
treatment can be—and the better the 
essay. 

3. Presentation. Logical arrange- 
ment is essential if the essay is to 
be convincing and the reader’s at- 
tention held. Most readers like to 
have a definite idea of what they 
are reading about. This desire can 
be satisfied by the inclusion, as near 
the beginning of the paper as pos- 
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sible, of a precise description of the 
subject, with all the limitations to 
be made, and what the author in- 
tends to do about it. Following 
this, the body of the essay should 
consist of an orderly development 
of the subject as defined and should 
fulfill the promise as to what the 
author will do. A summary, with 
conclusions, if any, should conclude 
the paper. Usually this sort of treat- 
ment will help the reader to get the 
ideas presented clearly in mind and 
thus heighten his opinion as to the 
value of the paper to him and give 
him a satisfied feeling of having ex- 
pended his time profitably. 

4. Facts. Any statement made, 
other than mere opinion, should be 
factual. If any question exists as 
to its truth, the statement should 
be carefully qualified and the author 
should explain why he is accepting 
it. Depending on the subject and 
the writer’s familiarity with it, this 
will require more or less documenta- 
tion. All statements which have an 
important bearing on the develop- 
ment of the paper, unless generally 
accepted, should be supported by 
reference to source material. 

If the paper is based on original 
research by the contestant or by 
another and has not been published, 
a full description of the inquiry, 
method used, extent and any other 
significant particular, should be in- 
cluded in the essay so that the reader 
can judge for himself as to whether 
the conclusions reached are justified 
under the circumstances. 

5. Conclusions. The truth of any 
conclusion reached must be clear 
from the evidence presented. Papers 
that are purely descriptive probably 
will end with a summary of the 
material presented without offering 
any conclusion. However, contest- 
ants who undertake to establish a 
proposition or prove a point should 
be certain that their conclusions may 
properly be inferred from the prem- 
ises contained in their essay. When 
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induction is used care should be 
taken to make certain that the par- 
ticulars examined are representative 
of the related whole. Never, no 
matter what method of reasoning is 
used, may the conclusions or propo- 
sitions reached extend beyond the 
premises from which they are drawn. 
6. English. The essay should be 
written in grammatical English. 
The language should flow smoothly, 
the thoughts presented should be 
cleanly stated with ambiguity, re- 
dundancy and circumlocution avoided 
so that the paper will make easy, 
comfortable reading. On the other 
hand, terseness to the point of abrupt- 
ness is not desirable. The subject 
may suggest the most effective style 
but in any event the language should 
be reasonably dignified and good 
standard English. 
x ok x 
“These remarks were written after 
reading all the essays that have been 
received in the four annual contests 
to date. The points covered are not 
exhaustive and, furthermore, some 
of the suggestions may not be appli- 
cable in peculiar cases. Also, some 
of the suggestions may seem unne- 
cessary, but experience indicates 
they are not. It is hoped that they 
will be of some value to future con- 
testants and that they will encourage 
the submission of a greater number 
of publishable papers in the contests 
to come. 


“The Registered Accountant” 
(India) 

Having for its avowed purpose 
the furthering of the profession of 
accountancy in India, “The Regis- 
tered Accountant” a monthly publi- 
cation, has just made its debut in 
that country. The editorial office 
is located at Kashmere Gate, Delhi. 
The first issue, dated July 1945, 
contains several references to recent 
activities of the New York State So- 
ciety of Certified Public Accountants. 
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Sundstrand... 


A FAST WORKER 





in any company ! 


Your accounting staff starts saving hours of 
valuable time. ..the minute you put Sund- 
strand on the payroll. 


Sundstrand works fast . . . not only on Payroll 
Records, but on Government Reports and 
War Bond Ledgers. 

And it does the entire recording job... not 
just part of it. Each machine es as several 
clerks for other essential duties. 


Anyone can operate Sundstrand’s — “10 


Figure Key” keyboard. Automatic features 


and controls do the rest. 

It will be well worth a few minutes of your 
time to discuss your payroll problems with one 
of our representatives. Your local Underwood 
Corporation office will gladly oblige. 


Save the Seconds and You Save the Day— 


UNDERWOOD CORPORATION 


Accounting Machine Division: One Park Ave., New York 16 
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¢¢°ON PAYROLL RECORDS 
Sundstrand posts, computes, and prints 
each check or pay envelope . . . and at 
the same time writes your payroll sum- 
mary and employee’s earnings record. 

Allentries are completely visible. Gross 
pay and net pay amounts are automati- 
cally computed .. . column totals auto 
matically printed. 
°° °ON GOVERNMENT REPORTS 
The yearly and quarterly-to-date earn- 
ings are automatically computed for all 
tax purposes. On Social Security taxes, 
the machine automatically exempts all 
yearly earnings over $3,000. 
e+ ON WAR BOND LEDGERS 
Each employee’s War Bond account is 
kept up-to-date, with each payroll deduce 
tion and amount “to go” automatically 
computed ... and every resulting pur- 
chase automatically recorded. The em- 
ployee-list of bond purchases is automati- 
cally counted and totaled. 
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